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PREFACE 


No apology is necessary for adding a new marketing text to those 
already in the field. The formal study of marketing is so new that 
there is still much room for experimentation in developing new mate¬ 
rials and new approaches. The present text is the culmination of 
over fifteen years of experience in teaching the basic survey course 
in marketing in The School* of Business in The University of Chicago. 
For students of business, who are not majoring in marketing, the 
book is designed to give a comprehensive notion of what is included 
in “marketing” and an understanding of the functional importance 
of marketing in the whole scheme of business activity. 

For students majoring in marketing, it is important to have a 
realistic and concrete knowledge of marketing institutions before they 
are exposed to the intricacies of price analysis and the study of the 
techniques and problems of management. For such students the 
text provides the necessary background of information and a frame 
of reference to which the results of later studies may be related. 

The approach to the study of marketing made in this text is frankly 
institutional. The authors make no claim to originality since other 
texts in the field also make use of this approach. Too often, however, 
the use of this method is obscured by the introduction of “managerial” 
or “problem” material, or it is overshadowed by a commodity analysis 
or by a theoretical discussion of price determination. Although all 
of this subject matter is relevant to marketing, the relationship of 
one kind of material to another is not always clear, and the shift from 
a descriptive to an analytical technique of presentation is apt to be 
confusing to the beginning student. 

The authors of the present text have tried to be consistent in their 
use of the institutional point of view. They have attempted to 
rationalize this view by distinguishing the essential characteristics of 
an institutional economy as (1) functional activity, (2) structural 
organization, (3) coordinating forces. 

The notion of structure has been extended beyond its commonly 
accepted meaning “marketing agency” to include marketing areas 
and price structures. The structures have been differentiated to 
show how they operate in different commodity markets and at differ¬ 
ent levels of marketing. The ultimate purpose in using the institu- 
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tional approach has been to get the student to think of the marketing 
structure as an organic whole made up of interrelated parts, subject 
to growth and change and functioning in a process of distribution 
that is coordinated by economic and social forces. Thus the roles 
of management and price are viewed in their proper relationship as 
coordinating forces and not as separate subject matter somehow 
related to marketing institutions. 

The authors owe a debt to all those workers who have labored 
through research and writing to develop a literature of marketing. 
The size of thi^debt may be measured by the numerous references to 
their publications. Most of all they have been helped by their stu¬ 
dents whose eager curiosity and critical reaction have been a constant 
challenge and inspiration. 

To Prof. William H. Spencer, former dean of the School of Business 
of the University of Chicago, who encouraged us in this undertaking, 
and to Garfield V. Cox, the present dean, who made available the 
assistance of his office force for typing the manuscript, the authors 
make grateful acknowledgment. 


Chicago, III. 
July , 1947. 


Edward A. Duddy 
David A. Revzan 
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INSTITUTIONAL VIEW OF MARKETING 




CHAPTER I 


APPROACHES TO THE STUDY OF MARKETING 
Introductory Concepts 

Number engaged in marketing. It has been estimated that of those 
gainfully employed in the United States from a third to 40 per cent 
are engaged in marketing. 1 Census data of occupations 2 show that 
an increasing proportion of the working population has been attracted 
into distribution while a declining percentage is found in the work of 
physical production. This same tendency, which is found in all the 


TABLE 1.—PERSONS GAINFULLY EMPLOYED, 1870-1930* 


Year 

Number of 
persons 

Percentages engaged in 

Production 

Marketing 

Professional, 
clerical, and 
domestic work 

1870 

12,606,000 

69.0 

9.9 

21.1 

1880 

17,392,000 

66.1 

10.8 

23.1 

1890 

22,736,000 

62.7 

14.6 

22.7 

1900 

29,073,000 

60.1 

16.4 

23.5 

1910 

38,167,000 

63.5 

16.4 

20.1 

1920 

41,614,000 

59.7 

17.6 

22.7 

1930 

48,830,000 

52.8 

20.4 

26.8 


* Census data of occupations, quoted from P. D. Converse, “Employment, Wages, and Labor 
Relations in Marketing," The Annale, May, 1940. 


industrialized countries, is in part a reflection of improved technology 
and specialization in production and of the fact that many of the tasks 
of distribution do not lend themselves to mechanization. 

For every 100 workers engaged in producing goods in 1870 there 
were 271 in 1930, but the volume of goods produced had increased 
nine times. In distribution, however, the number of workers increased 

1 Paul D. Converse and Harvey W. Huegy, The Elements of Marketing (New 
York: Prentice-Hall, Inc., 1940), pp. 8-9. 

2 See Appendix A, p. 650. 
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at about the same rate as the volume of goods, 877 workers being 
employed in 1930 for every 100 employed in 1870. 1 

Costs of distribution .* The cost of distribution enters into the price 
of everything that we buy and use. One authoritative estimate placed 
the total cost of distribution in 1929 at 38.5 billion dollars, or almost 
59 per cent of the estimated total cost of producing and distributing 
commodities in that year. 8 

The fact that approximately one out of three people gainfully 
employed in the United States is engaged in the work of distribution, 
along with the fact that on the average about half the amount paid in 
retail prices is f® marketing service, should justify a study of the ways 
in which society has organized to bring goods from producers to points 
of ultimate use. The chapters that follow are concerned mainly with 
describing the existing organization of marketing institutions. Criti¬ 
cism or evaluation of the marketing system is implied in the changes 
in methods and types of organization that have occurred. It is 
sufficient at this point to assure the student that the group of activities 
comprehended in the term “marketing” constitutes a major aspect of 
modern economic living. 

What is meant by “Marketing”? 

Marketing is the economic process by means of which goods and 
services are exchanged and their values determined in terms of money 
prices. The term “process” implies activity—coordinated groups of 
activities, in fact—having a definite purpose, the purpose being to 
move goods from points of production to points of ultimate use, not 
simply in a physical sense but in such a way as to facilitate the max¬ 
imum satisfaction of consumers' wants. 

The process of marketing is not spontaneous or automatic but 
results from the conscious effort of a business manager, not only to 
service existing wants of consumers but to stimulate new wants. 
This effort may take the form of inducing consumers to purchase more 
of a given product than has formerly been used or to buy new products 
that may satisfy a new want of which the buyer may have been made 
aware. Conversely, from the buyer's point of view, marketing 
(purchasing) includes all those activities that are necessary for acquir¬ 
ing the ownership or use of goods from others; but it may, and often 

1 Does Distribution Cost Too Mucht (New York: The Twentieth Century Fund, 
1939), p. 13. 

3 For more detailed discussion of this subject, see Chap. XXIX. 

8 Does Distribution Cost Too Mucht op . cit. 9 p. 117. 
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does, include conscious effort on the part of the buyer to organize or 
influence sources of supply so as to achieve an advantage over other 
buyers, or even to improve his bargaining position with the seller. 
Thus marketing includes elements of strategy or control that are 
repugnant to the economic theorist for whom the market is free, open, 
and competitive—a place where information is equally accessible, 
rational judgments prevail, and the buyers exercise complete freedom 
of choice. 

Marketing as part of production . The service of marketing has 
more than once been held to be parasitic, on the ground that it produces 
nothing. Merchants and traders, unlike their more useful brethren— 
farmers, fishermen, and miners—add nothing to the sum total of 
physical goods. By buying and selling they merely pass from hand 
to hand goods that already have been produced. In the process they 
exploit both producers and consumers by taking exorbitant profits. 1 

This is too narrow a view, in that it ignores the essential nature of 
the economic process of production, which is creating utility in goods. 
Physical materials must be invested with different kinds of utility 
before they become useful to the consumer. Raw materials are 
fashioned into various forms to give form utility; but goods are not 
finally produced until they come into possession of the user, whether 
for further processing or for “final” consumption. Wool on the 
sheep’s back is not available for wear until the wool has been processed 
into cloth and the cloth into a suit of clothes. But the suit of clothes 
manufactured in Rochester, N. Y., is of little use to the man in Chicago 
until it has been transported to the retailer in Chicago, carried in stock 
in anticipation of the consumer’s need, and finally delivered to him in 
exchange for a money payment. 

The suit that is delivered to the customer in Chicago may be identical 
in physical form with the suit as it left the factory in Rochester, but it 
is not the same good. This absence of physical change in the produot 
obscures, for many, the fact that the suit as delivered to the customer 
is invested with place , time , and ownership utilities, in addition to the 
form utility given to it by the manufacturer. The suit in the retail 
store is more valuable by virtue of the transportation and merchan¬ 
dising services that have made it available to the buyer. As factory 
operation has become specialized, the gap between point of physical 
production and point of ultimate use of the product has widened, with 
resulting increase in the importance of place utility . 

1 J. S. Mill, chapters on Socialism, quoted in L. C. Marshall, Reading* in 
Industrial Society (Chicago: University of Chicago Press, 1920), pp. 245-247. 
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The fact that the customer’s wants have been anticipated, both in 
the production and in the marketing process, by the accumulation of 
stock in the retailer’s store involves financing and storage charges, 
which must be carried into the purchase price. It should be obvious 
that these are costs that the consumer himself would have to incur 
should he undertake to anticipate for himself the need for a new spring 
suit. The presence of time utility in goods is even more clearly 
apparent in seasonally produced agricultural commodities that must 
be stored to accommodate year-round consumption, but it has become 
of increasing significance as our manufacturing processes have become 
more roundabout and planned more in terms of a future market. 

Ownership utility results from the exchange of goods for money or of 
goods for goods. It is clear that for the buyer the goods have a 
greater utility than has fhe purchase price, or he would not part with 
his money. Conversely, the money, or what the money will buy, 
holds a greater utility for the seller than does the merchandise that 
he has for sale, or he would not part with the latter. Thus the process 
of exchange, which is the essence of the marketing transaction, increases 
the utility in goods for both buyer and seller. 1 

Marketing as a phase of the specialization of labor in production . A 
consideration of this aspect of marketing takes us to the origin of 
marketing or exchange as a separately performed function of economic 
society. Let us look, for example, at the kind of economic life that 
prevailed in medieval Europe, especially in England. It was generally 
a self-sufficing economy, with nearly the whole population engaged in 
agriculture. The rural communities of the medieval manor were small. 
Aside from a few handicrafts, such as those of the smith and the miller, 
there was little specialization of occupation. Except for the necessity 
to import salt, iron, millstones, and tar, there was little need for contact 
with the outside world. Ways of living and working were controlled 
by custom and, by comparison with modern living, the standard of 
living was very low. 2 

In such a society, where practically all that was produced was 
consumed locally, there was little place for marketing. Marketing 
begins when the members of such a society realize the opportunity for 
a higher standard of living through a recognition of differences in skills 

1 T. N. Beckman and N. H. Engle, Wholesaling (New York: The Ronald Press 
Company, 1937), p. 19. 

2 W. J. Ashley, An Introduction to English Economic History and Theory: The 
Middle Ages , pp. 33-37; also, George Burton Hotchkiss, Milestones of Marketing 
(New York: The Macmillan Company, 1938). 
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in the members of the group, differences in the physical factors of soil 
and climate in different regions affecting agricultural production, or 
differences in mineral resources. Thus geographical specialization in 
production provided the basis for the early voyages of discovery and 
the opening of overland routes to India and China for the importation 
of tea, silk, spices, and dyestuffs. A separate merchant class, divorced 
from agriculture, developed, and towns and cities arose to become 
centers of trade. 1 The gathering of people into larger communities 
provided the incentive for specialization in craftwork, and the growth 
of the towns provided local markets for the surplus produce of the 
farms. By the end of the fourteenth century in England the elements 
of a marketing society were well developed, with trade and manu¬ 
facture organized under guild regulation in the cities and towns; but 
the volume of trade was small. Handicraft production was slow, 
most goods for personal use were custom made, and business enter¬ 
prise was hampered by guild regulations and the teachings of the 
medieval church in regard to taking interest or making speculative 
profit. 

Specialization in marketing did not become really significant until 
the eighteenth century when, with the invention of the power-driven 
machine, manufacture moved out of the home and the craftworker’s 
shop into the factory. Volume of production was enormously 
increased and, by necessity, a more efficient machinery of transportation 
and distribution developed. Those who produced in the factories 
could no longer raise their own food, and the factory owner was too 
much engrossed with the work of directing production to concern 
himself with the complex task of marketing, beyond the sale at the 
factory door. As technical production became more specialized, the 
burden of integrating this complex organization of raw-material, semi- 
processed-, and finished-goods industries was borne by the new com¬ 
mercial specialists. 

The effect of improving technology on the spatial aspects of the 
market should not be overlooked. Every improvement in production 
places a premium on improvement in transportation, communication, 
and finance. From the confines of the medieval town the market area 
expanded to include the region, the nation, and countries beyond the 
seas. Agents, supercargoes, insurance brokers, trading companies, 
and trading posts helped to spread commerce over the earth. 

1 Henri Pirenne, Medieval Cities (Princeton, N. J.: Princeton University Press, 
1945). 
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A third major factor, the urbanization of population, must be noted 
as contributing powerfully to the evolution of our present-day market¬ 
ing organization. Urbanization itself is in large part a by-product of 
the factory system of production, but large aggregates of population 
are in turn dependent on a commercialized and mechanized agriculture. 
The separation of large numbers of people from the primary source of 
their food supply in itself creates a major problem of distribution. 

Thus this service that we call marketing, or distribution, arises by 
necessity in any specialized scheme of production and is itself a form 
of specialization in that those who produce on the farm or who manu¬ 
facture goods in a factory typically do not distribute their products to 
consumers; and those who distribute do not produce, in the sense of 
producing form utility v . From this fact of specialization it follows 
that marketing does not simply move goods from producers to con¬ 
sumers but, through relieving those engaged in factory and farm 
production of the additional task of distribution, makes for more 
efficient production. 

The creative importance of marketing is revealed further in its 
aspect of sales promotion. Through stimulating the demand for 
goods by advertising and selling, marketing accelerates physical 
production, and to the extent that new wants are created, total goods 
production may increase. This emphasis upon aggressive selling by 
the marketing manager should not obscure the fact that the customer’s 
preference with respect to product prevails in the long run over any 
preconceived notion that the marketing manager may have with 
respect to what the customer wants. It is typical of present-day 
methods of management that the customer’s preferences are studied 
as a guide to product design. Marketing considerations thus guide 
the work of physical production both quantitatively and qualitatively. 
Further consideration will be given to these relationships at a later 
point, but enough has been said to make clear the nature of marketing 
as an essential and important part of the whole process of production. 

The Market 

“Markets are people with money to spend—and the desire to spend 
it.” This idea of the market is the one most acceptable to the sales 
and advertising executive, since it emphasizes those aspects with which 
he must deal—the psychological differences that exist among various 
buying groups, their purchasing power, and their willingness to buy. 
The market for the sales executive is significant not so much from its 
present size as for its potentialities. His attitude toward it is one of 
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aggressive exploitation and development rather than passive ac¬ 
ceptance. 

Economic concept of the market . Market is a term rich in connota¬ 
tion and susceptible of many different uses. Under competition, a 
market is a place or region where informed buyers and sellers meet for 
the purpose of exchanging goods or services, and where a single price 
tends to prevail at a given time for the same grade of product. Under 
pure competition, it is assumed that all units of a good of the same 
grade are alike, that buyers and sellers are equally well informed about 
product and price, and that they are equal in bargaining power. It is 
obvious that under such ideal conditions a single price will prevail at 
any given point in the area. Where differences in price are found, 
those differences tend to conform to differences in transportation and 
handling costs. “Free access, common knowledge, two-sidedness of 
competition, capacity ( ix ., capacity of the economic subject to perform 
the services or produce the goods)—these are the essential conditions 
of a true market in which there can be effective competition.” 1 Fetter 
makes a distinction between the market place and “the regions from 
which goods are brought for sale, and to which they will be shipped 
after sale.” These regions are market-tributary areas or market 
areas (see Chapter VI). Cournot and Jevons, quoted by Pyle, 2 
take the view that the market includes both place and region “in 
which buyers and sellers are in ... free intercourse with one another.” 

If uniformity of price for the same grade of product be accepted as 
the criterion of the existence of a market, then there are as many 
different markets as there are different prices. Different prices to 
different classes of buyers may be justified on the basis of differences 
in cost of selling to them or because of the different marketing func¬ 
tions they perform, or such differences in price may arise purely from 
discrimination by the seller. In any case each class of buyers con¬ 
stitutes a separate market for the seller. From the standpoint of the 
businessman there is for any one commodity a single market with 
price differentials for different grades and for different buyers, through 
a system of discounts or allowances. 

The idea of place as applied to the term market has a wide range of 
application. It may be a neighborhood retail store; the shopping 
center of a city, a region, or a country; or, as in the case of such staples 

1 F. A. Fetter, The Masquerade of Monopoly (New York: Harcourt, Brace and 
Company, Inc., 1931), pp. 263, 279. 

*J. F. Pyle, Marketing Principles (New York: McGraw-Hill Book Company, 
In&, 1936), pp. 24-25. 
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as wheat and cotton, the whole civilized world. The extent of the 
area for a given product is dependent upon differential costs and prices 
at a market center with respect to other market centers, upon the 
degree of organization of communication service, and upon a number 
of psychological considerations, which will be noticed at a later point 
(see Chapter VII). 

From what has been said, it is clear that to have a market the goods 
traded need not be physically present, nor need the buyers and sellers 
be m actual physical contact. Merchandise may be sold by description 
or by sample, j^ovided that there exists an effective medium of com¬ 
munication. It is the meeting of minds that is important. In the 
marketing of agricultural produce, however, a distinction is made be¬ 
tween local markets of assembly and central markets where products 
are concentrated for storage and redistribution. But in these markets, 
also, a distinction is made between markets of physical concentration 
and transaction centers. Kansas City, for example, is a market where 
large concentration of wheat takes place, while Chicago receives much 
less wheat but is the leading transaction center. 

Markets classed according to similarity of function . The term market 
may be used to describe the operations of a group of distribution 
agencies all of which are performing essentially similar service, as in 
the case of agencies selling or facilitating the sale of goods, to others 
for resale, e.g ., the wholesale market; or of those selling to consumers 
for ultimate use, e.g ., the retail market. 

This homogeneity of function may center about the purchase and 
sale of a single commodity, as in the case of wheat, cotton, lumber, etc. 
In either of the above cases, the markets have their separate and 
distinguishable characteristics. The commodity concept of the 
market prevails in actual business usage and is pedagogically useful as 
a device for supplying concrete and realistic detail. 

Viewpoint of the economist as to functions. To the economist's idea 
of a perfect competitive market should be added the view of the market 
as a mechanism the chief purpose of which is to aid in the determination 
of the values of things. It is a mechanism that registers the value 
estimates of buyers and sellers for a given commodity in terms of 
money prices, the result jof the bargaining being market price , a measure 
of the exchange value of the commodity. All considerations of place 
or time or commodity are subordinate to this essential process of value 
determination. 

In the roundabout system of manufacture that prevails today most 
goods are made, of necessity, for a future market. This is peculiarly 
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true of goods produced to satisfy a seasonal demand. Agricultural 
products, seasonally produced, must be carried through the period of 
consumption. This time notion of the market enters into the practical 
thinking of all businessmen in their buying and selling operations. 
Kind of goods, quantity of production, and price are largely deter¬ 
mined in the present; delivery and payment are in the future. 

Time concept of the market. For the economist, also, it is through 
the market mechanism that the work of specialists in production is 
coordinated through their response to prices and profits. Thus the 
market and the operations that go on there constitute the central 
theme around which the theory of an economic order is constructed. 

In the case of certain agricultural and industrial commodities for 
which trading in future contracts is practiced, the distinction in time 
becomes the basis of a separate institutional organization of the 
market. Transactions in which immediate delivery of the merchandise 
to the buyer is contemplated are said to be in the cash market. Where 
contracts are entered into in the present, with delivery and payment 
in the future and where the transactions are governed by the rules of a 
trading exchange, the market is referred to as a future trading or a 
futures market. 

Buying markets and selling markets. There are two senses in which 
these terms are used: the first refers to a condition of the market at a 
particular time; the second characterizes the market with respect to the 
direction of movement of goods either to or from the market in a 
tributary area. 

In the first of these senses, a buyers 7 market is one in which supply 
is so large in relation to the effective demand that buyers are able to 
exercise a dominant influence on market price. Conversely, a sellers 7 
market is one in which the supply of goods is so small relative to 
demand that sellers are able to demand premiums in the price. Under 
competition, the assumptions underlying these definitions are that the 
demand for the product is generally inelastic and that both buyers and 
sellers have knowledge of the condition of the market and are willing 
to take advantage of it. In the case of particular products, the 
condition tends to correct itself and is generally of short duration. 
When monopoly is present, or during a great war, sellers 7 markets may 
prevail for a considerable period of time. In time of war this condition 
may extend to nearly all consumers 7 goods. Conversely, during a 
major depression, buyers 7 markets are the rule while the depression 
lasts. 

Turning to the second sense in which these terms are used, the best 
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examples of buying markets are the central markets for agricultural 
products to which produce is shipped from scattered small producers. 
The movement of goods is centripetal, and these markets are sometimes 
referred to as centripetal markets . 1 

Where scattered buyers buy from a centrally located market or a 
fixed point of production or supply, the market is looked upon primarily 
as a selling market. The movement of goods away from the market 
as a center justifies reference to such markets as centrifugal markets. 
Examples are manufacturing or large merchandising centers. 

Possible Approaches to the Study of Marketing 

Marketing is a subject, so many-sided and the phenomena of 
marketing are so universal, that the difficulty of classification at once 
presents itself. As we ihave seen in the definitions already given, a 
variety of purposes may be involved in any investigation of marketing 
situations. Possible approaches to the study of the subject have 
already been hinted at in these definitions. 

Legal approach. In point of time, the earliest systematic discussion 
of marketing relationships was in the law merchant , the common law, 
and subsequent statutes governing contracts. In essence, most 
marketing transactions involve the transfer of title in goods and all 
other operations may be looked upon as contributing in some way to 
this result. This legal concept of the market is fundamental and 
practical, but it excludes all the elements of the psychology of selling 
that are so important in marketing strategy. The concept is too 
narrow for our purposes. Much importance attaches to the legal 
approach to the study of marketing in its regulatory aspects. So 
general has regulation by government become that a fairly compre¬ 
hensive study of all phases of marketing might be made from this point 
of view. 

Commodity approach . This method of studying marketing phe¬ 
nomena characterized the earliest efforts by students of business, as 
distinct from those by students of economic theory. It is an obvious 
and sensible attempt to arrive at an understanding of the marketing 
process in terms of major commodities or classes of commodities. This 
approach recognizes important differences of detail in the physical 
handling, storing, and financing, and in the kind of middleman and 
agency service applicable to different commodities. This method has 
the advantage of preserving such concrete, realistic detail. In its 
extreme form, the view is held that differences in commodity character- 

1 Fetter, op. cit, p. 279. 
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istics alone explain the different kinds of organization and operation 
present in the market, attributing to these characteristics a deter¬ 
minative effect. 

The commodity approach is a descriptive technique in which the 
commodity serves as a focus around which to organize the details of 
the institutional and management aspects of marketing. No discus¬ 
sion of marketing can avoid some aspects of a commodity analysis, and 
for specialists in management intensive study along this line is desirable. 
For a broad introductory view of marketing, however, the commodity 
approach is best combined with a functional or institutional method. 
Any large number of separate commodity studies is likely to be con¬ 
fusing unless there are some underlying principles of classification by 
means of which the many factual details may be associated. When 
this step is taken, it becomes evident that the same principles of 
functional activity are exemplified in varying degrees in the marketing 
of all the different commodities. Thus, from the point of view of 
obtaining a grasp of principles, a strict commodity approach involves 
too much repetition of factual detail. 

Classification of Goods 

1. Farm products 

a. Raw materials 

b. Consumers goods 

2. Fish and fish products 

3. Forestry products 

4. Products of mines and quarries 

5. Industrial goods 

a. Primary materials (other than the products of 
agriculture and fishing) 

b. Fabricating materials and parts 

c. Process materials 

d. Packaging materials 

e. Major equipment or installations 

/. Accessory equipment 

g. Operating supplies 

6. Consumers’ goods 

а. Convenience goods 

б. Shopping goods 

c. Specialty goods 

. Approach of the economic theorist . For the economist the economic 
order is essentially a market economy in which the consumer’s free 
ohoice determines what goods will be bought and so, finally, what 
goods will l?e produced. The economist is interested in the behavior 
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of buyers and sellers in the market; through a study of their behavior 
he tries to arrive at generalizations that will be useful in explaining 
the process of value determination. 

Since the economist purports to be scientific in his method, certain 
assumptions have to be made with respect to the degree to which the 
market is freely competitive, the extent to which buyers and sellers 
act rationally, their equality in access to information and in bargaining 
abilities, the degree of homogeneity in the product, and any other 
factors that must remain constant in order that valid conclusions may 
be reached. Any circumstances of the actual market that fail to 
conform to thrftssumptions are treated as accidental or as evidence of 
an imperfectly organized market. Indeed economists have come to 
recognize more fully the presence of restrictions on freedom in the 
market and the manipulative aspects of price making in a theory of 
imperfect competition. This theory much more nearly approaches 
“things as they are.” To the exclusion of all else, the economist is 
concerned with the problems of value and price. 

Institutional approach. The institutional approach views the 
economic order as an organic whole made up of a great variety of 
economic structures, whose functioning is coordinated not only by 
prices and profit margins, but by management using authoritarian and 
persuasive techniques, by government regulation, and by social con¬ 
vention and custom. The phenomena of value determination through 
exchange are only part of the scope included in the view of the in¬ 
stitutionalist. For him the changing patterns of institutional or¬ 
ganization and the cultural environment within which exchange takes 
place are of equal interest with any laws of price or any idea of 
economic equilibrium. 

Implicit in the definition is the notion of marketing as a process 
resulting from the functioning of coordinated marketing structures. 
What the functions are and what structures make up the organization 
of the market it is the purpose of succeeding chapters to reveal, 
t Management technique is an integral element of the institutional 
approach, since it is through the marketing structures or agencies that 
management functions. The problems of management arise not only 
out of the natural conflict of interest of buyer and seller but out of 
conflicts between different marketing agencies and out of conflicts of 
the agency with its social environment. 

By contrast with laissez faire, or modifications of that system of 
economic thought, the institutionalist conceives the economic unit of 
society as the family rather than the individual, and the emphasis is 
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upon man as a builder rather than upon man as a trader. It is not 
so much that institutions arise to meet needs as that they are con¬ 
sciously promoted and developed. Self-interest is plainly the motive 
for action in both cases, the difference being in the willingness of the 
individual under an institutional economy to subordinate his interest 
as an individual to that of the group, the better to accomplish his 
individual purpose. 

This attitude of the institutionally minded individual seems to carry 
over into his willingness to assume risk. Laissez-faire theory assumes 
that the businessman is ready and willing to undertake the risks 
incident to a free market. The institutionalist view accepts as fact 
the inequality of economic units operating in a market that is not 
freely competitive. Under this view, the businessman seeks freedom 
from risk, and he is willing to surrender part of his freedom of action 
by working with others in order to achieve a greater degree of security. 

There should be noted also a difference in the attitude of the 
laissez-faire theorist and the institutionalist toward the idea of control. 
For the laissez-faire economist the market is self-regulating, except for 
those restraints of government necessary to protect life and property 
and to serve for the alleviation of extreme poverty. The system 
regulates itself through the free choice of the consumer. 

Control, in the sense of planning and direction, is inherent in the 
institutionalist point of view. Such control manifests itself in the 
businessman’s effort to control the consumer’s freedom of choice 
through advertising, and to control the price of the product that he 
sells. It follows that, to the extent that businessmen exercise a power 
of control over others in the market for their own benefit, they become 
responsible for their actions. Thus, inherent in the institutional 
approach is the recognition of ethical standards and the right of control 
by government in the interest of the general good. 

In summary, the laissez-faire economist views the economic system 
largely through the eye of the physicist. He talks about an equilibrium 
of forces and continually seeks to formulate general laws of value that ’ 
will hold good through time and under widely varying conditions. The 
point of view is mechanistic. 

The institutional concept of the market is organic , with the emphasis 
on growth and change in institutions to meet changing conditions. 
The point of view is historical. The point of view of the economist 
is more universal and abstract, that of the institutionalist more 
personal and concrete; the former analytical, the latter mainly 
descriptive. 
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There is validity in all these different approaches to the study of 
marketing, and in the chapters that follow the reader will recognize 
that some use is made of each. While on some issues there seem to be 
rather fundamental points of difference, these methods, rightly used, 
may be made to compensate each other. Chief dependence is placed 
upon what has been defined as the “institutional approach.” In the 
following chapters the elements of this method will be further elabo¬ 
rated and described. 

QUESTIONS 

1. How do y€P®^cxplain the fact that the proportion of the working population 
engaged in production is decreasing while the proportion engaged in distribution is 
increasing? 

2. Is there a relation between the large numbers of people engaged in distribution 
and the high cost of marketing? 

3. What is meant by saying that marketing is a process ? 

4. What does the process of marketing include? 

5. What ground is there for including marketing as a part of the general function 
of production? 

6. What cultural developments have made the creation of place utility in goods 
of major importance? 

7. Give two examples of the creation of time utility in goods. 

8. What is meant by ownership, or possession, utility? 

9. Marketing is a phase of economic specialization. Explain. 

10. In what different ways does the activity of marketing specialists make possible 
specialization in production? 

11. What is the relation of marketing to urbanization? 

12. Does marketing create demand for goods or does it only make goods accessible 
to those who are conscious of unfilled wants? 

13. Give a definition of the term “market” that will be at once acceptable to the 
sales executive and to the economist. 

14. Is there any conflict in the view that the market is a “place,” rather than a 
“region”? 

15. What is the difference between a goods market and a transaction center? 

16. What classification of markets is based on the similarity of functions per¬ 
formed? 

17. Under pure competition what is the economist's concept of a market? 

18. What is meant by a cash market? a futures market? a buyers' market? a 
tellers' market? 

19. What, in essence, is the legal approach to the study of marketing? 

20. What values attach to the commodity approach to the study of marketing? 

21. Briefly characterize the institutional approach to the study of marketing. 

22. Contrast the institutional approach with that of the economic theorist. 
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CHAPTER II 

MARKETING FUNCTIONS: BUYING AND SELLING 

Marketing has been defined as a process of exchange involving a 
series of activities necessary to move goods from points of production 
to points of ultimate use (see page 4). These activities have come 
to be known, general agreement of authorities on marketing, as 
marketing functions . These functions operate through various kinds 
of economic structures or agencies, some of them engaged exclusively 
in distribution, others performing service for a wide range of business 
enterprises as well as for those engaged in marketing. Management of 
the marketing functions is through the control and direction of the 
different types of marketing structures. The functioning of these 
organizations under management goes on within, and is a part of, the 
socio-economic environment of the group whose interests are served. 
Thus an institutional view of marketing comprehends these elements: 
(1) functional activity, (2) structural organization, (3) management, 
(4) the economic and cultural environment. 

It is difficult, perhaps misleading, to indicate any sequence or order 
of importance of these elements, since they are interacting and modify 
each other. In the chapters that follow, marketing is reviewed as 
part of the whole economic order; any consideration of management 
from the point of view of operational technique within the individual 
firm is excluded. 

Meaning of Functional Approach 

The idea of a functional approach to the study of marketing must be 
credited to A. W. Shaw, 1 who defined distribution as “the application 
of motion to materials as they move from the times, places, forms, and 
conditions in which they have no value, to the times, places, forms, 
and conditions where they have value. 2 

1 A. W. Shaw, “Some Problems of Market Distribution,” Quarterly Journal of 
Economics , August, 1912, pp. 703-765. The marketing functions of the wholesaler— 
buying, selling, storage, and financing—are discussed by Adam Smith in the Wealth 
of Nations. See T. N. Beckman and W. H. Engle, Wholesaling (New York: The 
Ronald Press Company, 1937), pp. 90-91. 

2 Quoted from Franklin W. Ryan, “Functional Elements of Market Distribu¬ 
tion,” Harvard Business Review , January, 1935, pp. 205-224. 
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The functional analysis calls attention to certain basic operations 
that must be performed in order to move goods into consumption. 
Forms of marketing organization may change, and the relative im¬ 
portance of the different functions may be affected by changing con¬ 
ditions, but the basic functions will always be present in any society 
in which exchange is carried on. This performance of necessary service 
justifies the presence of marketing costs that become a part of the 
price that the consumer must pay. 

From a pedagogical point of view, the functional approach is useful 
as a means of classifying all the various phenomena of marketing under 
a small number of categories. As a simplifying device it has merit for 
the student who is getting his first comprehensive view of marketing. 
Its looseness and generality need to be corrected by consideration of 
the way in which the marketing functions operate through different 
kinds of marketing structures and in different commodity situations. 

Shaw’s original list of marketing functions was as follows: (1) sharing 
the risk, (2) transporting the goods, (3) financing the operations, (4) 
selling (communication of ideas about the goods), (5) assembling, 
assorting, and reshipping. 1 One difficulty with the functional view is 
that the various authorities cannot seem to agree on a definitive list 
of marketing functions. The list ranges from Shaw’s five to as many 
as 20 or 30, and Ryan identifies 120 different kinds of “functional 
elements” that are associated with marketing. 

For purposes of the present discussion the following list has been 
adopted. 

Buying Storage Communication 

Selling Standardization and grading Risk bearing 

Transportation Financing 

Shaw recognized that functions like transportation, storage, financ¬ 
ing, and risk bearing, which had originally been assumed by the mar¬ 
keting specialist, had in varying degree been shifted to independent 
agencies—such as the railroad, the bank, and the insurance company—, 
which performed these services for a fee. Such agencies, along with 
selling agents and brokers, Shaw identified as “functional middlemen,” 
in distinction from merchant middlemen, who take title to goods as 
well as perform functions of buying and selling. It must be recognized, 
also, that while buying, selling, and grading are distinctively marketing 
functions, risk assumption, transportation, storage, financing, and 
communication are significant for other kinds of economic activity as 


1 Shaw, op. cU. t p. 371. 
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well as distribution. While these functions are applicable to the manage¬ 
ment of individual businesses, they will be discussed here in their more 
general significance as comprehending the whole marketing process. 

Elements of Buying 

Types of buying . Two general types of buying may be distin¬ 
guished: (1) buying for use or consumption and (2) buying for resale. 
The former category includes buying by the manufacturer, who pur¬ 
chases raw materials and supplies for processing into finished goods; 
buying by public and private institutions, for consumption; and buying 
by the housewife or “ultimate consumer” for personal use. Buying 
for resale is obviously the buying of wholesalers and retailers. With 
good reason it may b$ argued that all buying that is not for ultimate 
consumption is in the class of buying for resale. Certainly it is true 
that resale of the finished product or service is contemplated by both 
the manufacturer and the institutional buyer when they enter the 
market for materials and supplies. Buying for resale is the type that 
is emphasized in the discussion that follows. 

Estimating demand . What activities make up the function of 
buying ? First among them is the determining of the kinds, quantities, 
and qualities of goods to be bought. This is properly an estimating 
function based on record keeping and research. In budgeting his pur¬ 
chases of materials, the manufacturer is guided by his estimate of 
future sales, while a perpetual inventory record assists him in making 
current purchases of supplies and parts. Past performance, as well as 
estimates of future sales is a help toward determining the quantity of 
goods to be bought by the institutional buyer, the wholesaler, and the 
retailer. Wholesaler and retailer maintain stock-control records to 
guide current buying, and the housewife may have her budget. 

Assembling goods . This bringing together under a single control of 
an assortment of goods from different sources, or of many units of the 
same good at one place through the operation of buying, is often dis¬ 
tinguished as a separate function of assembly. Country buyers of agri¬ 
cultural commodities, and wholesalers of manufactured consumers' 
goods are proper examples of agencies that perform this useful function 
of concentrating supplies for other buyers. Assembly emphasizes the 
physical aspect of buying. 

Merchandising. Thus far, only the quantitative aspect of estimating 
the kinds of goods to be bought has been dealt with. What about the 
different grades, designs, colors, and the chemical and physical charac¬ 
teristics of goods that are associated with the idea of quality? At this 
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point one begins to see the relation of buying to selling and, through 
selling, to production . Before the manufacturer can write specifications 
for the purchase of raw materials, he must have a clear notion of the 
quality and design of the end product that he proposes to sell. The in¬ 
telligent manufacturer will try to determine in advance the kind of 
product that his customers want, whether for use or for resale. This is 
equally true of the institutional buyer, who may be producing a hotel 
or hospital service that he hopes will be satisfactory to his clients. So 
also the wholesaler must consider the needs of the retailer and the re¬ 
tailer, the desires of ultimate consumers. The housewife in turn con¬ 
siders the needs of her family and tries, within the limits of her re¬ 
sources, to purchase those goods which will give the maximum of 
satisfaction. 

Thus before kind and quality of goods to be bought can be de¬ 
termined, a study must be made of the nature of the demand for the 
finished goods, as it affects quality and design. By some authorities 1 
the adaptation of the product to the consumer’s needs and desires 
has been treated as a separate function of marketing, for which the 
term “merchandising” is reserved. There is much to be said for 
emphasizing the importance of this aspect of the marketing process. 
The trend of management away from a technique of forced selling of 
a product that has been designed without reference to the preference 
of the consumer is a distinct economic gain. Misjudging the peculiar 
wants of the consumer in a mass-marketing technique inflicts heavy 
penalities upon the unlucky manufacturer or merchant; hence the 
new emphasis on product planning, or merchandising, which overlaps 
the function of production with the marketing functions of buying 
and selling. It seems, on the whole, more desirable to point out these 
relationships than to treat merchandising as a separate marketing 
function. 

Locating sources of supply . Another activity essential to the buy¬ 
ing function is that of locating sources of supply. This seems a simple 
operation but, when the number of items to be purchased is very 
large, or when the supply is limited by natural conditions or by the 
unique quality of the product or by the urgency of demand, this 
aspect of buying becomes of critical importance. In large wholesale 
operations and in department-store and mail-order retailing, buying 
becomes specialized by classes of goods. Such specialization facili- 

1 Ralph S. Alexander, et al. t Marketing , (Boston: Ginn and Company, 1940), 
Chap. V. See also Harry R. Tosdal, Problems in Sales Management (New York: 
McGraw-Hill Book Company, Inc., 1931), Chap. I. 
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tates the location of sources of supply. Reference files of vendors 
are maintained, trade-paper advertising is checked. The reliability 
of the vendor for satisfactory performance is a primary consideration. 

Market news . Closely related to this activity of locating sources is 
that of keeping informed on the condition of the market with respect to 
supplies, pi'ices, styles, new goods, and any other data that may be 
useful in negotiation of the contract of purchase. 

Negotiation of terms . When estimates of kind, quality, and quan¬ 
tity of goods have been made and sources have been located, the next 
step in buying is to negotiate the purchase. The process of nego¬ 
tiation is initiated by a purchase inquiry directed by the buyer to 
the prospective seller or sellers, in which information is given con¬ 
cerning the kind, quantity, and grade of goods desired; the date of 
delivery is specified; and the price quotation and terms of sale are 
requested. The price quotation of the seller will ordinarily include 
a reference to discounts, credit terms, and terms of delivery. 

Acceptance of the seller’s offer results in the issuance of a purchase 
order , which gives effect to the specifications and terms of purchase. 
The purchase order becomes a contract between seller and buyer when 
acceptance of the terms of sale is confirmed in a letter of confirmation 
which is sent by the seller to the buyer after receipt of the purchase order. 

Transfer of title and delivery . Transfer of title is accomplished by 
delivery of the goods by the seller and their receipt by the buyer. 
Receipt of the goods into stock is subject to prior inspection and 
checking of the merchandise against the invoice. With the receipt 
of goods into stock, the buying function may be said to have been 
completed. However, the process of inspection may reveal damage 
or shortages or the presence of goods that have been sent in error or 
goods that are not up to specification. In these cases the business of 
presenting claims and negotiating adjustments with the vendor or 
the carrier becomes a necessary concomitant of the buying operation. 

Elements of Selling 

In the literature of marketing much more attention has been given 
to the function of selling than to any other of the marketing functions. 
So, too, more attention has been paid by business management to the 
effective organization of this function. The reasons for this Emphasis 
on selling are fairly obvious. Once the business is under way, the 
function of buying depends on sales or the prospect of sales. The 
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function of selling must be performed if the business is to continue to 
operate, since it is out of the income from sales that all expenses must 
be paid and that profit must be realized. It has been generally true, 
also, that the increase in the power of machines to produce goods has 
exceeded the power of consumers to buy all the goods that could be 
offered in the market. Competition for a share of the market has 
been intensified, not only by this fact, but by the economies realized 
in factory production through increases in volume of output. As 
volume increases, average unit cost of production for most goods tends 
to decrease. 

The wider and more equitable distribution of incomes, along with 
standardization of product, has forced attention to the development 
of mass-selling techniques. Growth in the extent of the market area 
for many types of goods has been promoted by the use of methods of 
selling adapted to the exercise of managerial control over wide areas. 
Standardization of product through machine production has put a 
premium on product differentiation as a means of making competition 
less drastic. A continuous flow of new products into the market and 
the demand for variety through style change have made heavy de¬ 
mands upon the promotional activities of the sales manager. Parallel¬ 
ing these developments has been an intensive study by psychologists 
of motives that induce buying by consumers. At this point, how¬ 
ever, we are concerned not so much with the economics of selling as 
with the necessary activities incident to the performance of this 
function. 

Market research and sales 'planning . The beginning of selling is in 
the function of merchandising, which, as has been already noted, is 
also basic to the function of buying. Research centers first upon the 
product to be sold, with the idea of finding out what the consumer 
wants or is most likely to accept. Specifically such research is con¬ 
cerned with the problem of product design, quality of materials and 
workmanship, and the prices at which the different grades of the 
product may be sold. 

Incident to this study of product is a study of the buying habits 
and motives of the consumers. What store we shop at, what quan¬ 
tities we buy, when we buy, how far we will go to buy certain things, 
what foods we eat, .what clothes we wear, and what activities we 
engage in are all largely governed by habit, and this affects our choice 
of goods and services. The psychologists have constructed lists of 
the desires which motivate action and upon which sales appeals may 
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be based. 1 It is the business of the advertising specialist to determine 
which of these appeals will operate most powerfully in making sales, i 

It is not too much to say that every aspect of the life of the con¬ 
sumer that may affect demand for the product is a legitimate subject 
of market research. Within its scope are such matters as population 
growth and density, geographical shifts of population, and the com¬ 
position of population in terms of age, sex, racial and religious char¬ 
acteristics, etc. We are interested in all these facts in so far as they 
help in making an estimate of future sales. 

Estimating sales potentials. This is the concluding step in sales 
research, the "results of the estimate taking the form of a sales budget 
for an ensuing accounting period. It is not necessary at this point 
to describe the involved statistical techniques that may be used in 
making such estimates. Obviously any such analysis must take ac¬ 
count of consumer incomes and the way that these incomes are spent, 
the effect of prices on demand, the effect of competition, and appraisal 
of the effect on sales of changes in general business conditions. 

Selection of channels of distribution. When we know what we are 
going to sell and how much, where, and in what periods we are going 
to sell our merchandise, the next procedure is to select the channels of 
distribution. This is a part of the function of sales planning; it 
involves making decisions with respect to the type of distribution 
that will be most effective. The manufacturer, for example, may 
elect to distribute his goods directly to the retailer, or he may sell 
through various kinds of wholesale middlemen. In reaching such 
middlemen or industrial consumers, he may make use of various types 
of agents and brokers. Finally he may dispense with all interme¬ 
diaries and sell, by mail or house to house, directly to the consumer. 

Methods of selling. A choice must also be made of methods of 
selling, i.e., whether to use salesmen exclusively or advertising exclu¬ 
sively, or to use some combination of the two. Decision must be 
made whether to sell by inspection, by sample, or by description. 

Making goods accessible. This is the function of physical distribu¬ 
tion and is important particularly in the sale of consumers’ goods 
through wholesalers and retailers. Any effort through advertising 
or other promotional methods to induce the consumer to buy will 
obviously fail if the goods are not available for purchase in the retail 
store, or if they cannot be delivered within a reasonable time in case 
the sale is direct or by mail. 


1 Alexander, op . cit * p. 50t 
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It is at this point that the reader is tempted to ask when the real 
business of selling begins, since up to this point we have been concerned 
with activities which are directed at planning the product and planning 
the sales. It is characteristic of modern selling that relatively more 
time and effort are being spent on sales planning and less time on the 
ordinary routine of negotiation and delivery. 

Promoting the sale . For the sales manager whose responsibility it 
is to create demand for the product, this is the heart of selling. Says 
Shaw, writing as early as 1915, “This, indeed, is the whole process of 
demand creation—the transmission of ideas about a commodity 
through the various agencies of distribution, middlemen, salesmen, 
and general and direct advertising.” 1 The main burden of trans¬ 
mitting ideas about the commodity to prospective buyers falls chiefly 
upon advertising in all its various forms. More and more business 
has come to depend upon this technique of creating demand. 

Ideas about goods, according to Shaw’s theory, are subject to a 
psychological analysis by means of which their relative pulling power 
may be determined and an effective sequence of presentation de¬ 
veloped. According to the classic formula, first are presented those 
ideas which attract the attention of the prospective purchaser to the 
product or the service. Ideas that arouse the interest of the prospect 
in the product or the service may then be put forward. The prospec¬ 
tive buyer must be made to desire the product and finally must be 
brought to the point of decision. 

Determining terms of sale. This is the obverse of negotiation of 
purchase; it involves the function of pricing, including the matter of 
discounts and credit terms. There is also a question of terms of 
delivery. In transactions in the wholesale market this process of 
negotiation is formal and documented. In retail markets the buyer 
typically accepts or refuses terms already decided upon by the seller; 
he does not negotiate. 

Transfer of ownership by delivery is a necessary legal step in sell¬ 
ing, but such transfer is not complete without the buyer’s acceptance 
of the goods in accordance with the contract of purchase. Failure of 
the goods to meet specifications gives rise, as has already been noted, 
to a function of adjusting complaints through making exchanges or 
satisfying claims. 

Service to customers. In the retail market caveat emptor still largely 
prevails, but competition has increasingly forced sellers to be liberal 

1 A. W. Shaw, An Approach to Business Problems (Cambridge, Mass.: Harvard 
University Press, 1916), p. 132. 
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in making adjustments. This is one aspect of what has come to be 
an important function of all selling, namely, sales service to customers. 
Such services include not only credit and delivery, and trial offers 
that are incident to making the sale, but the rendering of service 
after the transfer of title. Liberal exchange privilege has been men¬ 
tioned, but instruction in the operation and care of mechanical equip¬ 
ment, repair service, and prompt furnishing of repair parts, accessory 
equipment, and supplies are additional examples. This function of 
selling is aimed at building good will—the kind of good will that mani¬ 
fests itself in repeat sales. 


QUESTIONS 

1. What are the principal marketing functions? 

2. What are the advantages and disadvantages of the functional approach to 
the study of marketing? 

3. Distinguish two kinds of buying and discuss their marketing significance. 

4. What is the initial step in performing the buying function? 

5. How is the function of buying related to the selling function? To the pro¬ 
duction function? 

6. What elements of the buying function are included in merchandising ? 

7. As a buyer, what means would you use in locating sources of supply? 

8. Why is it necessary for the buyer to keep informed on the condition of the 
market? 

9. What steps are necessary in the negotiation of the purchase contract? 

10. At what point does the function of buying come to an end? 

11. Why has more attention been given to the function of selling than to the 
function of buying? 

12. What is the initial step in the function of selling? 

13. What is meant by “sales potential”? 

14. What steps are necessary in making goods accessible to consumers? 

15. Distinguish two contrasting methods of sale. 

16. What is included in the work of sales promotion? 

17. What part of the selling function remains after transfer of title is completed? 
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CHAPTER III 


MARKETING FUNCTIONS: TRANSPORTATION 
AND STORAGE 

Transportation and storage are functions of physical supply. They 
are concerned with those activities which are necessary for the move¬ 
ment of goods through space and the carrying of goods through time. 

Elements of Transportation 

Introductory concepts. Transportation is the economic function 
that gives place utility to goods. Transportation may also be said 
to create time utility in the degree that improvements in the speed of 
transport minimize the length of time during which goods are in 
transit. Since transportation is an important factor in the business 
of physical production, it is not exclusively a marketing function. 
For marketing it is the means by which the physical distribution of 
goods is accomplished. Together with communication, transporta¬ 
tion is a major factor in determining the extent of the market area. 

Transportation cost is an important part of total marketing cost. 
It is estimated that in 1929 the aggregate cost of transporting com¬ 
modities through various steps in the distribution process was 8.8 
billion dollars. This was 23 per cent of total marketing costs of 38.5 
billion dollars in that year. About 13 cents out of every dollar spent 
for finished goods went for transportation. 1 Transportation service 
begins at the farm, the mine, the quarry, and the forest and ends at 
the consumer’s back door. 

The relative importance of the different means of transport in the 
United States is indicated in Table 2. 

It is apparent from Table 2 that the railroads are the chief means 
of transport in the United States. As of the end of 1944, there were 
in operation on the railroads 1,773,449 freight cars and 43,585 loco¬ 
motives of all classes. The increase in railroad traffic in the United 
States is reflected in the fact that while tons of revenue freight hauled 
increased 38 per cent from 1916 to 1944, revenue ton-miles increased 

1 Does Distribution Cost Too Much ? (New York: The Twentieth Century Fund 
1939), p.211. 
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103.5 per cent. The average length of haul per ton increased from 
166 to 243.5 miles. 1 


TABLE 2.—DISTRIBUTION OF COMMERCIAL FREIGHT TRAFFIC 
IN THE UNITED STATES* 


Agency 



Millions of ton-miles 


1939 

1940 



1943 

1944f 

Steam railroads, includ¬ 
ing mail and express. 

338,275 

378,343 

480,783 

644,096 

733,420 

743,400 

Great Lakes t. 

69,060 

87,593 

104,100 

112,393 

104,005 

106,200 

Rivers and canals. 

19,937 

22,412 

26,815 

26,398 

26,306 

29,700 

Motors trucks. 

43,000 

51,003 

57,123 

50,207 

48,199 

48,199 

Oil pipe lines. 

63,107 

67,270 

77,818 

74,730 

96,257 

132,933 

Electric railroads. 

725 

818 

965 

1,166 

1,295 

1,325 

Air carriers. 

11 

14 

16 

33 

52 

69 

Total. 

534,115 

607,453 

747,620 

909,023 

1,009,534 

1,061,826 


Percentage distribution 


Steam railroads, includ¬ 
ing mail and express. 

63.3 

62.3 

64.3 

70.9 

72.7 

70.0 

Great Lakes t . 

12.9 

14.4 

13.9 

12.4 

10.3 

10.0 

Rivers and canals. 

3.8 

3.7 

3.6 

2.9 

2.6 

2.8 

Motor trucks. 

8.1 

8.4 

7.7 

5.5 

4.8 

4.6 

Oil pipe lines. 

11.8 

11.1 

MlfB 

8.2 

9.5 

12.5 

Electric railroads. 

0.1 

0.1 


0.1 

0.1 

0.1 

Air Carriers. 







Total. 

100.0 

100.0 

100.0 

100.0 

100.0 

100.0 


* Includes intercity freight traffic by private as well as contraot and common carriers, except coast¬ 
wise and intercoastal traffic. Souroe: Interstate Commerce Commission; Public Roads Administra¬ 
tion; Offioe of Chief of Engineers, U. 8. Army; Civil Aeronautics Board; and others; quoted in A F«or» 
book of Railroad Information, 1945 (Washington, D. C., Association of American Railroads), 
f Preliminary, subject to revision. 

£ U. 8. domestic traffio only. 


Motor-i;ruck operation has developed almost entirely since 1916 
and is now a major means of transportation. The number of truck 
registrations had increased from 215,000 units to 4,876,000 units at 
the end of 1941. Load capacity, reliability, speed, and economy of 
operation of motor trucks have all improved along with the increase 

1 A Yearbook of Railroad Information, 1945. 
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in number. Improvement in motor-truck service has stimulated the 
railroads to speed up freight trains to give a wider range of overnight 
service from important distribution centers. To meet the competi- 


Fig. 1 . —Package-car shipping time from Chicago. (Courtesy of The Chicago Association of Commerce.) 
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tion of the truck, railroads have also provided pickup and delivery 
service by truck in the large cities. 

While it is natural to think of transportation mainly as a business 
of moving goods from place to place, it is most important to recognize 
in it a major organizing force, which determines the growth of trade 
centers and the amount of centralization of trade, the extent and 
shape of market areas, and the location of manufacturing enterprises 
in relation to the consuming market. 

A review of the history of transportation illustrates the effect of 
changes in method of transport upon the degree of centralization of 
trade and the growth of large city markets. Early transport by 
wagon or pack animal followed the highways, with local decentralized 
markets developing at intersections of principal highways and at 
breaks in transportation between waterway and highway. The re¬ 
sulting pattern has been referred to as a “checkerboard” pattern of 
transportation. 1 In this early period, before the introduction of the 
railroad, the merchant furnished his own transportation service 
through the ownership of his own facilities. 

With the introduction of the steam locomotive driven on rails, the 
pattern changes. The heavy expense of roadbed and rails can be 
justified only between points where there is a promise of heavy traffic. 
Feeder lines are built into these points, a system of rates that will 
facilitate the flow of traffic is evolved, and the network of rail lines 
assumes something of the appearance of a series of spider webs. The 
effect is to centralize trading activities at relatively few impor¬ 
tant centers, which are favored by low rates and the transportation 
layout. 

A third stage has now been reached with the advent of the motor 
truck. The highway again becomes important. The merchant, who 
had come to depend upon the transportation company for service, 
can again afford to own the transportation facility. With this more 
flexible arrangement, manufacturing plants and their employees are 
free to locate outside the large and somewhat congested trade centers. 
The long-run effect will undoubtedly be to decentralize much of the 
marketing of manufactured goods. 

We are at the threshold of the development of air transport, most 
flexible of all methods so far as routes are concerned. Great hopes 
are entertained for what air transport may do to extend the scope of 

1 N. S. B. Gras, Introduction to Economic History (New York: Harper & Brothers, 
1922). 



32 


MARKETING 



marketing activities. Its use thus far for package freight is in the 
experimental stage. Data of air cargo movement by domestic 
common-carrier lines are given in Table 3. 


Fio. 2.—Railroad map of the United States. (From Development of Railroad Transportation in the United Stales , 
Association of American Railroads , Washington , D. C .) 
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The railroads are still the main reliance of businessmen and manu¬ 
facturers. In discussing some of the ways in which transportation 
organizes the market, we shall have reference only to rail trans¬ 
portation. 

Railroad rates . The flow of traffic over the rails is governed by 
rates issued by the railroads and approved by the Interstate Com¬ 
merce Commission. In order that regional differences in transporta¬ 
tion conditions and commercial practices may be recognized, freight- 


TABLE 3.—FREIGHT AND EXPRESS TONNAGE OF DOMESTIC 
COMMON-CARRIER AIR LINES* 



Tons 

Ton-miles 

1936f 

2,396 

1,410,882 

1937f 

3,478 

2,101,492 

19381 

3,661 

2,182,420 

1939J 

4,761 

2,713,099 

19401 

6,362 

3,476,224 

19411 

9,774 

5,258,551 

19421 

21,312 

11,900,831 

19431 

32,164 

15,636,810 

19441 

36,768 

17,694,987 

1945 

45,300 § 

23,114,929 


* Reports of the Civil Aeronautics Board, 
t Fiscal year ending June 30. 

X Calendar years. 

§ Estimated. 


rate territories have been defined. For each of these territories a 
different system of rates prevails. The rate territories ensure uni¬ 
formity of rates throughout a region. 

Class rates . Two kinds of rates are in general use—class rates and 
commodity rates. Since it would be impracticable to issue a separate 
rate for every single commodity, the railroads are permitted to group 
commodities which are of like bulk, weight, value, or other char¬ 
acteristic, and which have approximately the same cost of handling, 
into classes, each class having its respective rate per 100 pounds. 
Class rates apply generally to manufactured goods that may be de¬ 
scribed as “general merchandise.” For Official Classification territory 
rates are quoted for eight classes; for Southern Classification territory, 
ten classes; and for Western Classification territory, ten classes. 
Once a commodity is located in one of these classes, the rate at which 
it must move is fixed. A competing commodity having the same end 
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use but different physical characteristics may move at a lower class 
rate. 1 

Class rates and many commodity rates are generally made on a 
mileage basis. An inspection of Table 4 will show, however, that 
while the rates progress with distance, the increase in the charge per 
100 pounds is at a decreasing rate. For long hauls the charge is less, 



Fio. 3. —Railroad freight-rate territories. 


relative to distance, than for short hauls. Thus the mileage rate 
system gives flexibility to class rates with respect to area of distribution. 

1 In a decision rendered by the Interstate Commerce Commission on May 15, 1945. 
this system of differential territorial class rates was determined to be “unjust and 
unreasonable” and it was held that “the general basis of the Official Classification 
(i.e., class rates in Official Territory), would be just and reasonable for application 
uniformly” (in the United States). 

In the decision the Commission set up a block scale of first-class rates (100 per 
cent): 40 cents per 100 pounds for 5 miles; 43 cents for 10 miles; 46 cents for 15 miles; 
48 cents for 20 miles—$3.75 for 2,500 miles. The block is 5 miles for the first 100 miles; 
10 miles for 100 to 240; 20 miles for 240 to 800; 25 miles for 880 to 2,200; 50 miles 
for 2,200 and up. It is required that all the other classes shall have a percentage 
relation to Class 1. 

Existing interstate class rates within Official Territory (including Illinois Territory) 
were raised by 10 per cent, while existing interstate class rates within Southern, 
Southwestern, and Western Trunk-line Territories, and interterritorially between 
those territories, and also between those territories and Official Territory were re¬ 
duced by 10 per cent. The decision of the Interstate Commerce Commission was 
upheld by the U. S. Supreme Court in March, 1947. 
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Commodity rates . For heavy, bulky articles of commerce, such as 
coal, petroleum, ores, metals, lumber, and most agricultural products, 
separate tariffs have been constructed. These rates take account of 

TABLE 4.—EASTERN OR OFFICIAL CLASS RATES* 


(In cents per 100 pounds) 


Miles 

i 

100% 

2 

85% 

R-25-3 

70% 

R-26 

55% 

4 

50% 



5 

30 

26 

21 

17 

15 

11 

8 

10 

31 

26 

22 

17 

16 

11 

9 

15 

33 

28 

23 

18 

17 

12 

9 

20 

34 

29 

24 

18 

17 

12 

9 

25 

36 

30 

25 

20 

18 

13 

10 

30 

37 

31 


20 

19 

13 

10 

35 

39 

33 

27 

21 

20 

13 

11 

40 

40 

34 

28 

22 

20 

14 

11 

45 

42 

36 

29 

23 

21 

15 

12 

50 

43 

37 


24 

22 

15 

12 

55 

45 

38 

32 

25 

23 

16 

12 

60 

46 

39 

32 

25 

23 

16 

13 

65 

48 

41 

34 

26 

24 

17 

13 

70 

49 

41 

34 

27 

25 

17 

13 

75 

51 

43 

36 

28 

26 

18 

14 

80 

52 

44 

36 

29 

26 

18 

14 

85 

53 

45 

37 

29 

27 

19 

15 

90 

54 

45 

37 

29 

27 

19 

15 

95 

55 

47 

39 

30 

28 

19 

15 

100 

56 

48 

39 

31 

28 

20 

15 

110 

58 

49 

41 

32 

29 

20 

16 

120 

60 

51 

42 

33 

30 

21 

17 

130 

62 

53 

43 

34 

31 

22 

17 

140 

64 

54 

45 

35 

32 

22 

18 

150 

66 

56 

46 

36 

33 

23 

18 

160 

67 

57 

47 

37 

34 

23 

18 

170 

69 

59 

48 

38 

35 

24 

19 

180 

70 

60 

49 

39 

35 

25 

19 

190 

72 

61 

50 

39 

36 

25 

20 

200 

73 

62 

51 

40 

37 

26 

20 


* Freight Traffic Red Book (New York: Traffic Publishing Co., Inc., 1943), Appendix E, p. 1257. 


the peculiar characteristics of the commodity, the conditions under 
which it is produced, and the need for moving it to points of use. In 
general, such rates are made to permit the maximum movement in 
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commerce of the commodity. It is obvious, however, that some points 
may be favored over others by the nature of the rates prevailing, 
though the regulatory authority of the government tries to achieve 
equality in competition between different points shipping to the same 
markets. It should be noticed that the commodity-rate structure 
gives the maximum of flexibility in terms of adjusting rates to the 
peculiar needs of the commodity, and by means of assessing relatively 
cheaper rates against the longer hauls. 

Some special cases of rate making and transportation service that 
illustrate the ^psitive effects of transportation on marketing may now 
be noticed. 

Rates and services determining plant location. Manufacturers are 
seldom so situated that their factories are located where they secure 
all their raw material, fuel, and labor and also have a local market 
that will absorb all their output. The plant will ordinarily be located 
in proximity to one or more of these factors of production and will 
necessarily be at a distance from the others. To facilitate the move¬ 
ment of raw material from distant points of origin to factory locations 
intermediate to consuming markets, the railroads have extended 
what is known as the “transit privilege.” “Transit is the practice of 
shipping a quantity of a specified commodity from point A to point B , 
there subjecting it to some manufacturing or commercial process and 
reshipping it to destination C at a rate less than the combination of 
local rates to and beyond B which would be applicable in the absence 
of the transit provision.” 1 

The following example will serve to show the way in which transit 
operates to equalize competition between two flour-milling companies 
both drawing their supplies of wheat from the same area and selling 
flour in the same consuming market. 


A 12 B 



A miller at point B is competing with a local mill at X, adjacent to 
the source of wheat supply at A. The mill at X has the benefit of a 
through rate of 25 cents per 100 pounds on flour, equal to the rate on 
wheat, from X to the consuming market C . Without the benefit of 
the transit privilege, the mill at B must pay a combination of local 
rates: the local on wheat from A to B (12 cents) and the local on 
flour from B to C (16 cents), or a total of 28 cents per 100 pounds. 

1 Freight Traffic Red Book (New York: Traffic Publishing Co., 1943), p. 441, 
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With a transit privilege at B , the mill pays the local rate on wheat 
of 12 cents into B. On presentation of a freight bill showing freight 
paid on an equal weight of flour from B to C, the mill is entitled to a 
refund from the inbound carrier of 3 cents per 100 pounds. Thus the 
total freight paid by the mill at B is 25 cents, and this puts it on an 
equality with the mill at X . A small charge may be made by the rail¬ 
road for the use of the transit privilege. 

The principle illustrated above works with equal effectiveness 
when the competing mill is at a distance from the wheat fields and 
adjacent to the consuming market. Assuming that there is no through 
rate from the origin point X to the consuming point C, the miller at B 
would have an advantage of 3 cents per 100 pounds over a miller at A . 



l2«TronsIt balance from A toC 


With transit allowed at A, the rate through the two milling points 
may be equalized. 

Processing in transit is only one of the applications of the transit 
privilege. The privilege may also be used to facilitate the storage 
of seasonally produced commodities at central storage points; the 
cleaning, grading, and sacking of dried beans, peas, or meal; the com¬ 
pressing of cotton; the feeding or grazing of livestock en route to 
market; the loading or unloading of cars in transit; and the refining 
of oils. 1 

Rates and services determining the extent of the market area. In addi¬ 
tion to the mileage rate scales, the railroad rate schedules provide for 
combination through rates from one territory to another that are less 
than the combination of local rates. Combinations of rail-water and 
rail-truck rates are also available. Low rail rates with increased 
speed of service are made to meet water competition. Yet other 
special arrangements are available. 

Blanket rates. When a commodity with large potential tonnage is 
produced in a concentrated area distant from the principal markets 
in which it is consumed, a blanket-rate system may be installed to 
give maximum opportunity for distribution of the product. Such, 

1 For an extended discussion of the transit privilege, see R. V. Hobbah, “Railroad 
Transit Privileges/' Journal of Business of The University of Chicago , Part 2, July, 
1944. 
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for example, is the blanket rate applicable to the shipment of citrus 
fruit from southern California to eastern consuming markets. East 
of a line drawn from the junction of the Canadian border with the 
boundary line dividing Montana from North Dakota, south through 
Denver to El Paso, Tex., a single rate applies to all carlot shipments 
from points in southern California to all points east, regardless of 
distance. 

It is plain that, with such a “postage-stamp” rate, shippers of citrus 
can place their product in the heavy consuming markets of the North 
Atlantic states «•& prices that will permit maximum use by consumers. 
Without such a rate, it is doubtful that consumers in near-by markets, 
such as Denver, would be able to buy oranges more cheaply, while 
prices in New York would make the purchase of oranges prohibitive 
to all but those who have large incomes. 

Diversion in transit . The marketing of citrus fruit may also be 
used to illustrate another important service that the railroads render 
to shippers; this is the service of diversion. 

Technically, diversion is a service that permits (1) a change in 
name of the consignee; (2) a change in destination; (3) a change in 
name of the consignor; (4) a change in route, at the request of con¬ 
signor, consignee, or owner. 1 Reconsignment is a form of diversion 
that takes place after the car arrives in a market. Diversion applies 
only to carlot shipments. 

Briefly, the procedure for diverting a carload of oranges en route 
from Los Angeles to the East is as follows. The car is generally billed 
to a broker, or agent, or to a “shipper's order” in an east-coast market, 
generally New York, at the blanket rate. The shipper, through re¬ 
ports from the railroad company, is able to follow the progress of the 
car across the country. At the same time, he is receiving telegraphic 
reports on market conditions that may affect the sale of his product 
in the different consuming markets. He is naturally anxious to place 
the car in a market which is not oversupplied and in which the price 
is firm. The transportation company permits the shipper to order 
diversion of the car at any diversion point to a market other than 
that to which it was originally billed and to change the name of the 
consignee. A small charge is made 2 for this service, but there is no 
increase in the rate. No back hauls are permitted under diversion. 
Thus if, by the time the car reaches Omaha, the shipper is convinced 

1 Freight Traffic Red Book , 1943, p. 358. 

3 The charge varies from $2.97 to $6.93 per car, depending on the time at which 
the diversion order is given. 
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that a good market exists at Minneapolis, he will order a diversion at 
Omaha and the car will move to Minneapolis, rather than to Chicago. 

Reconsignment . To illustrate this type of diversion, let us suppose 
that the California shipper decides to try the market in Chicago be¬ 
fore permitting the car to go on to New York. If a favorable sale 
can be made in Chicago, further refrigeration charges and possible 
deterioration may be avoided. Thus, on order from the shipper, the 
car is spotted on a “hold track” in the Chicago terminal, available for 
inspection by buyers. If that market becomes oversupplied by new 
arrivals after the car has been placed, prices may be so unfavorable 
that shipment farther east is desirable. The car may then be re¬ 
sealed and reconsigned out of the Chicago market, either to the New 
York market to which it was originally billed or to any intermediate 
market. A reconsignment charge will be assessed, but the original 
blanket rate will still apply. 

The diversion privilege is widely used by original shippers and 
central-market wholesalers of perishable agricultural produce, and 
the practice applies also to shipments of coal, lumber, and grain. 
The economic benefits are obvious. A product that is subject to 
rapid deterioration or loss of value is allowed to move promptly from 
points of origin before a final market has been decided upon. Flexi¬ 
bility in routing results in the best possible adjustment of supply to 
demand in the consuming markets and thus ensures a better return 
to shippers and more even distribution to consumers. 

Prior to the extended use of this practice, it was customary for 
wholesalers at the large central markets to concentrate for storage 
large quantities of these staple products, which were then redistributed 
to outlying points. As a result of the improvement in communica¬ 
tion service, much of the movement is now direct from production 
points to the ultimate consuming market, with a consequent saving 
in transportation and handling charges. 

Freight forwarding. This practice developed from the widening of 
the distance between manufacturers and their wholesale and retail 
customers, and from the need for economizing transportation costs. 
The cariot (c.l.) rate is always lower per hundred pounds than the 
less-carlot (l.c.l.) rate. Since the unit of purchase of the customer 
was often less than the cariot minimum weight permitted by the 
carrier, the higher l.c.l. rate assessed against a small shipment would 
effectively exclude a manufacturer from competing in a distant market 
against a manufacturer located in that market. As a way out of this 
difficulty, the manufacturer or the distributor was permitted to make 
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pool-car shipments to several customers in a single city in which the 
total tonnage of freight of a single class was sufficient to make up a 
full car. The car is consigned to a cartage company or to a distribu¬ 
tion warehouse with which the shipper has a contract for local dis¬ 
tribution. The shipment is entitled to the pool-car rate. 

“The idea was then conceived to consolidate in one car freight of 
more than one class from various shippers in one city to various 
consignees in some other city.” 1 This was the beginning of the 
freight-forwarding business. The freight forwarder is a specialist 
who receives p^kage freight from shippers and assumes responsibility 
for making the necessary transportation arrangements to get the 
merchandise to its destination. Merchandise is received from in¬ 
bound carriers or trucking companies, as well as from local shippers; 
classified according to destination along various routes; and loaded 
into consolidated cars. The rate assessed against the entire contents 
of the car is the carload rate of the highest rated article in the car. 

In most cases the forwarding company charges a rate that is lower 
than the l.c.l. rate but higher than the carlot rate, and the consignee 
picks up the freight from the forwarder’s depot. In other cases the 
forwarder performs a store-door delivery service and charges the 
consignee the l.c.l. rate. In either case the consignee realizes an 
economy in transportation cost and the shipper is able to sell over a 
wide territory to customers who wish to avoid the risk and cost of 
buying in large quantities. 

Effects of improvement in transportation service . The importance of 
this aspect of transportation for marketing is so many sided that only 
a few examples, in addition to those already discussed, can be given. 
Improvement in the physical equipment of transportation companies 
has made national distribution possible for industries that otherwise 
must have continued to operate on a local basis. Consider, for 
example, the far-reaching effects of the introduction of the refrigerator 
car on the distribution of perishable fruits and vegetables and of the 
products of the meat-packing industry. Tank cars and heater cars 
are additional examples. 2 Expensive and elaborate terminal facilities 
have been built by the railroads to accommodate the handling of 
perishables and other kinds of freight. 8 

1 Freight Traffic Red Book, 1943, p. 883. 

2 E. A. Duddy and D. A. Revzan, The Physical Distribution of Fruits and Vege¬ 
tables, Studies in Business Administration, Vol. VII, No. 2, (Chicago: University of 
Chicago Press, 1937). 

8 E. A. Duddy and D. A. Revzan, The Use of Transportation Facilities in the 
Chicago Fruit and Vegetable Market , Studies in Business Administration, Vol. X, 
No. 4 (Chicago: University of Chicagp Press, 1940). 
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The introduction of the motor truck has enormously improved the 
flexibility of service with respect to size of load, routing, and timing 
of shipments. Speed of delivery has been increased, especially within 
terminals, and cost of transportation has been reduced. In response 
to the competition of the motor truck, the railroads have been com* 
pelled to step up the speed of freight trains and to perform pickup 
and delivery service within the terminals. 

Increased speed of deliveries from factories and warehouses has 
minimized the need for carrying large stocks of manufactured goods 
in storage at central distributing points and has enabled merchants to 
reduce the size of their inventories. Through more frequent turnover 
of stock, merchants have increased their rate of profit. By keeping 


TABLE 5.—AVERAGE SPEED OF FREIGHT TRAINS ON 
CLASS I RAILROADS* 

(In miles per hour) 


1921 

11.5 

1930 

13.8 

1934 

15.9 

1938 

16.6 

1942 

15.8 

1926 

11.9 

1931 

14.8 

1935 

16.0 

1939 

16.7 

1943 

15.4 

1928 

12.9 

1932 

15.5 

1936 

15.8 

1940 

16.7 

1944 

15.7 

1929 

13.2 

1933 

15.7 

1937 

16.1 

1941 

16.5 




* A Yearbook of Railroad Information, 1944 (Washington, D. C.: Association of American Railroads) 


down their inventories they also avoid inventory losses in periods of 
unpredictable price decline. 

The effects of these improvements in transportation service are 
inevitably reflected in lower prices and improved service to the con¬ 
sumer. Startling as the rate of improvement has been in the last 25 
years, we can confidently predict even more revolutionary changes in 
the years to come. 

Storage and Warehousing 

Meaning. In its primary sense, storage is an exercise of human 
foresight by means of which commodities are protected from deteriora¬ 
tion and surplus supplies are carried over for future consumption in 
seasons of scarcity. These elementary functions of storage are still 
important in present-day commercial practice, but for the student of 
marketing, storage is much more than a function of the physical 
handling and protection of goods. 

Storage gives dimension to the market for a commodity. If trans¬ 
portation and communication define the length and breadth of the 
market area, then storage and its accompanying function of finance 
give depth to the market. The concept of depth must be understood 
in terms of time through which goods are carried prior to sale or con- 
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sumption. Thus storage is said to invest goods with time utility . 
Goods are more valuable by virtue of the fact that they have been 
carried over from periods of surplus to periods of scarcity or that 
they are carried in stock to serve current needs. On occasion, as is 
true of liquor, tobacco, and cheese, commodities achieve a higher value 
in storage by a process of seasoning or conditioning. But even in cases 
where no such change occurs, the exchange value of goods that are 
commercially important normally increases with storage. 

In summary, the conditions that give rise to storage are seasonal 
production anymore or less uniform consumption, uniform production 


TABLE 6.—PUBLIC MERCHANDISE WAREHOUSING* 


Division 

Number of 
warehouse 
buildings 

Floor space, 
sq. ft. 

New England. 

200 

5,188,964 

Middle Atlantic. 

629 

15,042,807 

East North Central. 

367 

10,593,585 

West North Central. 

210 

5,643,541 

South Atlantic. 

143 

3,959,768 

South Central. 

213 

5,987,389 

Mountain and Pacific. 

255 

6,342,239 

United States, total. 

2.017 

52.758.293 


* Bureau of the Census, data as of November, 1944. 

and seasonal consumption, the need for the protection or preservation 
of the commodity, and the inability to maintain perfect balance 
between supply and demand because of the system of roundabout 
production. 1 

Kinds of storage service . Storage facilities are both public and 
private. A public warehouse is one that holds itself out to serve the 
general public and performs service for a fee or a storage charge. The 
public warehouse operates under statutory law and is subject to 
governmental regulation as to its methods of operating and, in some 
cases, as to rates that may be charged. The private warehouse is 
under the direct control of the owner and is not obligated to receive 
the goods of others for storage. The discussion that follows concerns, 
in the main, public warehouses. 

Warehouse services are specialized to meet the peculiar needs of 

1 John H. Frederick, Public Warehousing (New York: The Ronald Press Com¬ 
pany, 1940), p. 4. 
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different commodities. The general merchandise or distribution 
warehouse handles mainly the miscellaneous products of manufacturers 
that are distributed to other manufacturers, to wholesalers, and to 
retailers. 1 These warehouses are located mainly in the large distri¬ 
bution centers and at the Atlantic and the Pacific coast ports. Their 
services may briefly be summarized as receiving goods for storage and 
delivery, rental of space, handling pool-car and consolidated-car ship¬ 
ments, freight forwarding, and suburban and city delivery by truck. 
These warehouses also have a financial function, through the issuance 
of negotiable warehouse receipts, making advances on merchandise 
stored with them, and paying freight charges for their clients. 

The cold-storage , or refrigerated , warehouse receives and stores 
perishable food products for producers and middlemen. This type of 
warehouse gives special protection to the commodity through temper¬ 
ature control, ventilation, and control of humidity. Warehouse 
receipts, which may be used as collateral for loans at the bank, are 
issued; and the warehouse will itself make loans on the security of 
goods deposited with it. Unlike the goods that move rather rapidly 
through the general merchandise warehouse, commodities stored in 
the cold-storage plant generally remain for a period of months. 

Warehouses for household goods are found in most cities of any size. 
Since only personal property is stored in them, they are of little im¬ 
portance for marketing activities. 

Special-commodity warehouses are significant chiefly for the storage 
and handling of agricultural commodities, particularly grain, cotton, 
and wool. The grain elevator with its belt conveyor for handling 
bulk grain is designed not only for storage, but for incidental screening, 
cleaning, and mixing operations made necessary in the sorting of grain 
into different grades. Grading of cotton and wool is also carried on 
in the warehouse. 

Relation of storage to transportation . In a very real sense, the 
storage and distribution warehouse is an accessory of the system of 
transportation. Goods in a warehouse are legally in transit, even 
though they may be held there for a period of months. This view 
is supported with respect to commodities like grain and meat products, 
which are temporarily interrupted in their flow from the farm or the 
packing plant to consuming or processing markets. In other cases the 
courts have held that, when goods from another state have come to 
rest in a warehouse and are subject to the control of the owner, and 

1 E. E. Fbrrebbe, “The Use of Public Merchandise Warehouses in Chicago/' 
Journal of Business of the University of Chicago , October, 1933. 
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TABLE 7.—PUBLIC COLD-STORAGE WAREHOUSES 


(Apple houses excluded) 


State or geographic region 

Net piling space, cu. ft.* 

Cooler 

Freezer 

Maine, New Hampshire, and Vermont. 


■■ 

Massachusetts. 

2,938,000 

4,542,000 

Rhode Island and Connecticut. 

1,055,000 

421,000 

New England. 

4,547,000 

5,390,000 

New York. 

22,257,000 

14,681,000 

New Jersey. 

8,304,000 

6,742,000 

Pennsylvania... 

9,431,000 

6,368,000 

Middle Atlantic. 

39,992,000 

27,791,000 

Ohio. 

8,188,000 

6,003,000 

Indiana. 

1,465,000 

1,245,000 

Illinois. 

18,056,000 

12,636,000 

Michigan. 

4,629,000 

2,828,000 

Wisconsin. 

4,853,000 

1,439,000 

East North Central.. . 

37,191,000 

24,151,000 

Minnesota. 

1,328,000 

2,865,000 

Iowa. 

772,000 

1,706,000 

Missouri. 

5,732,000 

5,574,000 

Dakotas and Nebraska. 

1,072,000 

2,960,000 

Kansas... 

2,590,000 

2,009,000 

West North Central. 

11,404,000 

16,104,000 

Delaware. 



Maryland and District of Columbia. 

2,089,000 

1,791,000 

Virginia and West Virginia. 

4,140,000 

2,494,000 

North and South Carolina. 

359,000 

185,000 

Georgia. 

2,766,000 


Florida—.. 

992,000 


South Atlantic. 

10,749,000 

6,214,000 

Kentucky. 

1,257,000 

540,000 

Tennessee. 

2,509,000 


Alabama. 

■ 


Mississippi... 

I 


East South Central. 

4,517,000 

2,219,000 
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TABLE 7.—PUBLIC COLD-STORAGE WAREHOUSES (Continued) 
(Apple houses excluded) 


State or geographic region 

Net piling space, cu. ft.* 

Cooler 

Freezer 

Arkansas. 

329,000 

200,000 

Louisiana. 

994,000 

742,000 

Oklahoma. 

989,000 

608,000 

Texas. 

5,008,000 

2,548,000 

West South Central. 

7,320,000 

4,098,000 

Mountain. 

2,320,000 

1,952,000 

Washington. 

2,835,000 

4,160,000 

Oregon. 

2,563,000 

4,318,000 

California. 

13,344,000 

6,025,000 

Pacific. 

18,742,000 

14,503,000 

United States f. 

136,872,000 

101,422,000 


* Space Survey of Oct. 1, 1943. 

t Weighted average of the occupancy for geographic regions based on the corresponding net piling 
space. 


when their destination is undetermined, such goods are no longer in 
interstate commerce. 1 A number of examples may be cited to show 
how the storage or warehouse facility operates as part of the trans¬ 
portation service. Country grain elevators, because their major 
function is to transfer grain from the farmer's wagon or truck into the 
freight car, are known as “transfer” elevators. They are thus in the 
chain of transport from farm to central market. Since its capacity 
is small in relation to the amount of grain that comes to it for sale, 
this type of warehouse is not properly a storage facility. 

The cotton warehouse at a compress point on the railroad inter¬ 
mediate between a local market and the terminal warehouse at one 
of the large “spot markets” in the South, or at the ports, is an analogous 
case. In these warehouses the loose bale of cotton as it comes from 
the gin is compressed into the commercial bale before it is moved on 
into the terminal market. Storage in such warehouses is incidental 


1 Frederick, op. cit., pp. 94-97. 
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TABLE 8.—STORAGE CAPACITY OF ELEVATORS REPORTING 
COMMERCIAL GRAIN STOCKS, JUNE 1, 1944* 

Region Bushels 

Atlantic Coast: 

Baltimore, Md. 12,750,000 

Boston, Mass. 2,500,000 

New York, N. Y. 5,050,000 

Norfolk, Va. 750,000 

Philadelphia, Pa. 4,975,000 

Portland, Me. 1,500,000 

Gulf Coast: 

Galveston and SEaxas City, Tex. 7,764,000 

Houston, Tex. 3,200,000 

New Orleans, La. 2,622,000 

Mobile, Ala. 225,000 

Northwestern and Upper Lake: 

Duluth, Minn.-Superior, Wis. 47,978,000 

Minneapolis, Minn. 78,070,700 

Lower Lake: 

Buffalo, N. Y. 34,398,000 

Chicago, Ill. 34,957,000 

Erie, Pa. 2,500,000 

Manitowoc, Wis. 1,904,604 

Milwaukee, Wis. 7,705,000 

Oswego, N. Y. 1,000,000 

Toledo, Ohio (including Fostoria). 7,550,000 

East Central: 

Cincinnati, Ohio. 2,175,000 

Indianapolis, Ind. 4,750,000 

Louisville, Ky. 2,208,000 

Memphis, Tenn. 2,681,000 

Nashville, Tenn. 2,037,000 

Peoria, Ill. 2,213,000 

St. Louis, Mo. 15,230,000 

West Central, Southwestern and Western: 

Amarillo, Tex. 5,580,000 

Burlington, Iowa. 3,104,000 

Dallas, Tex. 3,300,000 

Denver, Colo. 2,365,000 

Des Moines, Iowa. 4,000,000 

Enid, Okla. 15,005,000 

Fort Worth, Tex... 11,975,000 

Hutchinson, Kan. 14,170,000 

Kansas City, Mo. 48,730,000 

Ogden, Utah. 1,000,000 

Omaha, Neb. (including Council Bluffs). 24,148,300 

St. Joseph, Mo. 9,460,000 

Sioux City, Iowa. 2,660,000 

Wichita, Kan. 9,200,000 
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TABLE 8.—STORAGE CAPACITY OF ELEVATORS REPORTING 
COMMERCIAL GRAIN STOCKS, JUNE 1, 1944* (( Continued) 


Region Bushels 

Pacific Coast: 

Portland and Columbia River area. 1,395,0001 

7,520,0001 

Spokane... 75,0001 

l,183,000t 

Seattle and Tacoma, Wash. 100,0001 

3,800,0001 

San Francisco and Bay region, Calif. 2,020,200tt 


Total. 457,483,804 


♦ Compiled by Marketing Services Division, Grain Products Branch, U. 8. Department of Agriculture, 
t Sacked. 

I Bulk. 


to the transport of the cotton, as is evidenced by the use of a transit 
rate through such points from point of origin to destination. 

As has been described earlier (see page 36), the transit privilege has 
been devised to facilitate the concentration of commodities at strategic 
points for either storage or processing. The grain elevator at the 
central market, because of its large capacity, is important mainly as a 
place for storage. However, the significance of the terminal elevator 
as a transportation facility is borne out not only by the fact that 
“transit” grain flows through it on a transit rate, but by the further 
fact that all grain stopping in a market pending resale is generally 
transferred to an elevator for weighing and for avoiding demurrage 
charges. In case a transfer of the grain must be made from one 
carrier to another or from freight car to boat, the elevator must be 
used. 

Reference has already been made (see page 40) to the handling of 
pool-car and consolidated-car shipments by distribution warehouses, 
which may also do a freight forwarding and local trucking business. 
The railroad companies are large owners of warehouse properties that 
they lease to private firms. The location of a warehouse for handling 
commodities or general merchandise must necessarily be on railroad 
property, or else be served by an industry track or siding in a large 
terminal. 

Relation of storage to financing. In some sense, the storage warehouse 
is a bank in which the owner of goods makes deposits. For these 
deposits the warehouse issues warehouse receipts to the owner. These 
receipts may be either negotiable or nonnegotiable. Using the 
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negotiable receipts as collateral, the owner may borrow at the bank a 
certain per cent of the market value of the goods represented by the 
receipts. The banker feels reasonably safe in making such a loan 
because, if it is not paid when due, the bank may sell the merchandise 
and the new owner may obtain possession through the medium of the 
warehouse receipts that are turned over to him. 

Goods may be drawn from the warehouse from time to time, pending 
the payment of the loan in full, but for goods so drawn receipts must 
be obtained from the bank making the loan and presented to the 
warehouse, ^is practice is not always observed. The warehousing 
of grain in most terminal markets is under the control of a board of 
trade or a grain exchange. The validity of the warehouse receipt is 
protected by a custodian, who requires the registration of all warehouse 
receipts issued by public warehouses, checks all grain entering and 
leaving the elevator, and sees that warehouse receipts are canceled 
for all grain checked out. The elevator company must put up a cash 
bond with the custodian, to guarantee holders of receipts against loss 
in the event of failure by the elevator to honor the receipt, when it is 
presented, with delivery of grain. 

In many states public warehouses are licensed and required to put 
up a bond with the state regulatory authority to guarantee satisfactory 
performance of their duties as warehousemen. Goods stored in ware¬ 
houses are generally insured for the account of the owner, and the 
warehouseman is liable only for damage that results from his own 
negligence or for failure “to exercise such care in regard to them as a 
reasonably careful owner of similar goods would exercise.” About 
1,130 warehouses operate under the strict provisions of the United 
States Warehouse Act, which requires adequate bonding and imposes a 
system of inspection. These warehouses are important mainly for 
storing cotton and grain. 

Field warehousing. As a further means of enlarging the amount of 
credit available through bank loans on warehouse receipts, the practice 
of field warehousing has developed. Field warehousing may be made 
to apply to almost any class of goods, but it is particularly applicable 
to goods produced at points that are distant from public warehouses 
or to commodities like petroleum, which are not easily storable in 
public warehouses of the ordinary type. 

To put the matter in its simplest terms, a field warehouse is a private 
warehouse that has been made into a public warehouse for the purpose 
of borrowing on the merchandise stored in it. Both warehouse and 
merchandise are the property of a single owner, generally a manu- 
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facturer or a producer or processor of agricultural commodities. The 
essence of a public warehousing operation is that the control of the 
warehouse facility and possession of the merchandise stored shall be 
in the warehouseman. The owner must have no access to the goods 
except through the warehouseman. Thus the procedure in field ware¬ 
housing is for the manufacturer or processor to lease his warehouse to 
a recognized public warehouseman who directly, or through a cus¬ 
todian, takes over the property along with the goods. The ware¬ 
houseman is then able to issue negotiable warehouse receipts to the 
owner of the goods, who in turn can use them as collateral for a bank 
loan. The bank now feels free to lend, because the goods are in the 
care of a third party who is in a position to protect the bank against 
a withdrawal of the merchandise without the presentation of the ware¬ 
house receipt, which is in possession of the bank. By this relatively 
simple procedure, the manufacturer or the processor is able to 
economize his working capital and greatly increase the scope of his 
operations. 

It should be noted finally that warehousemen themselves make 
loans on the security of commodities stored with them. The borrower 
may be a manufacturer, merchant, or speculator who wishes to 
economize his working capital or to enlarge his operations. The ware¬ 
house receipts, with the borrower’s personal or company notes, are 
given to the warehouse in return for the loan. The warehouse operator 
may in turn endorse the notes over to his bank or borrow on a “line 
of credit,” to obtain funds for lending purposes. Thus the warehouse 
becomes an intermediary between the bank and the ultimate borrower. 
Warehouse loans are made both as an accommodation and as a means 
of attracting patronage. Loans may be made by the warehouse to 
facilitate the carrying of surplus stocks of seasonally produced goods 
or to aid a manufacturer in the continuous production of a product 
for which the demand is seasonal, as for example cotton work gloves, 
farm equipment, snow shovels. 

Relation of storage to distribution . The general merchandise or dis¬ 
tribution warehouse is an important link in the chain of distribution, 
since it competes directly with the jobber or the wholesaler in rendering 
distribution service for the manufacturer or the wholesaler. The need 
for such service has already been referred to in the discussion of pool-car 
and consolidated-car shipments. The differential between less-carload 
rates from factory to distant customer, and the combination of carlot 
rates to a warehouse in the customer’s territory, plus the less-carload 
rates from distributing point to customer, is sufficient to cover the cost 
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of performing the redistribution service and to permit the manu¬ 
facturer to compete in the distant territory on price. Goods handled 
by the warehouse in this fashion do not enter into storage stocks at 
all, but are generally received and shipped out within 24 to 36 hours. 

The preference that wholesale and retail buyers have in normal times 
for doing business on a small inventory and exacting frequent deliveries 
has forced the distant manufacturer to carry “spot stocks” in the ware¬ 
house, available for immediate delivery. The warehouse receives 
orders from the manufacturer’s salesmen and makes delivery; it may 
also collect ikte accounts and make an accounting of warehouse in¬ 
ventories for its client who carries stocks in the warehouse. Thus the 
manufacturer avoids the heavy investment cost incident to establishing 
his own branch warehouse with its staff of administrative personnel. 
The cost of carrying stocks with the warehouse will generally be less 
than he would have to allow a jobber for stocking his product. By 
maintaining his own sales force in the territory he can do an aggressive 
job of selling and guarantee delivery on the same basis as his compet¬ 
itors, who may have their own warehouses or may rely on the jobber. 

In certain special cases the warehouse is so essential to the handling 
of the commodity that the control of warehouse space automatically 
places the operator in a position of first importance in the marketing 
of the product. This is true in the case of meat products, where 
private control of refrigerated space is a necessary adjunct to the 
storing of seasonal surpluses of pork and lard and other packing-house 
products. Without the assurance of adequate storage space, the 
larger packers would be unable to assume the risk of buying the very 
large numbers of hogs that come on the market in the late fall and 
winter months. With this space at their command, they are able to 
buy in anticipation of a future rise in price and thus they have an 
advantage in the market over the small packer, who can buy only to 
serve current market needs, or who, if he is inclined to speculate on a 
future market, must pay contract rates for storage space. 

Most interesting is the case of the grain-elevator operator in the 
terminal market that illustrates how the warehouseman becomes a 
merchant by virtue of his control of the warehouse facility. Grain 
arriving in a terminal from a country elevator or a grain producer must 
be sold at the current market price unless the owner, if he chooses to 
speculate, lets it stand in the freight car or stores it in an elevator. 
If the grain remains in the freight car, the railroad will assess de¬ 
murrage charges; while if it is stored in the elevator, the owner must 
pay the contract rate of storage. 
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The elevator company having space to store grain is itself a principal 
buyer. Until restrictive laws were passed, elevator operators used 
their entire space for storing grain that they bought on their own 
account; no space was available for the shipper or the speculator who 
wished to store grain while waiting for a possible rise in price. To 
correct this restraint upon the market, state laws required that a 
certain amount of the available space in the market be operated as 
public space. Such regulations have not, in general, been effective in 
dislodging the elevator operator from his position of dominance in the 
market. In order that it may be understood why this is so, mention 
must be made of other advantages enjoyed by the elevator operator 
that are not open to the merchant who does not have control of 
elevator facilities. 

Grain is a “fungible” good; this means that, in the process of handling 
in trade without regard to differences in ownership or grade, like 
varieties of grain may be mixed. The owner is entitled to receive the 
kind and grade of grain that he has deposited in the elevator, but the 
elevator is free to mix his grain with that of others for purposes of 
binning. Elevators take advantage of this privilege by mixing lower 
grades with higher grades, thus increasing the amount of average-grade 
grain in the elevator. As a result, in addition to the storage charge 
that it receives, the elevator makes a mixing profit. Other profits 
accrue from the cleaning and conditioning of off-grade grain and from 
the sale of screenings. On its own grain in the warehouse the elevator 
company incurs only the cost of storage, while the competitor buyer 
who stores his grain must pay the contract rate, which includes a 
profit. 

The net result of these advantages for making profit enjoyed by the 
elevator operator, as compared with the merchant who has no elevator 
facility, is that the elevator company can bid a little higher price for 
grain in the market than can its competitor. This bidding up of the 
current market price tends to narrow the spread between the cash 
price and the future price, upon the basis of which the merchant or the 
speculator without warehouse facility expects to realize a profit. It 
is well established in the grain trade that the spread between the cash 
and the future price is not ordinarily sufficient to cover costs of storage 
at contract rates, interest on money invested, and shrinkage in weight. 
Thus in the case of grain, the control of the warehouse facility is the 
key to the profitable merchandising of grain. 1 

federal Trade Commission, Report on the Grain Trade (Washington, D. C.: 
Government Printing Office, 1920), Vol. Ill, p. 110. 
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At a later point (see page 410), the importance of the public warehouse 
as an adjunct to future trading in commodities will be noted. Mention 
should also be made of the tobacco warehouse and the fruit auction 
warehouse as examples of the use of the warehouse facility as an 
active agent in the distribution of commodities. In both instances the 
warehouse is, in fact, the market place within which buying and selling 
operations take place. Both markets are auction markets operated 
by companies that provide the physical facilities and the selling service 



Fig. 4.—Receipts, storage, and wholesale prices of eggs. (.Bureau of Agricultural 

Economics.) 


of the auctioneer. The company, unlike the operator of the grain 
elevator, has no interest in the product and does not trade on its 
own account. 

Relation of storage to the price structure. Only the briefest discussion 
of this important problem will be attempted at this point. The con¬ 
ventional explanation runs as follows. In the case of a seasonally 
produced good, especially if the product is perishable and storage stocks 
must be cleared each year, the assumption is that the retirement into 
storage of supplies coming on the market above current consumption 
needs, in the season of flush production, operates to keep prices from 
going as low as they otherwise would. As storage stocks are liquidated 
in the season of natural scarcity, prices are kept from rising as high as 
they would if such stocks were not available. Thus the effect of 
storage is to stabilize prices throughout the period of consumption. 
Toward the end of the storage season prices rise, and they fall again 
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when natural or fresh supplies are in abundance, but the extremes of 
fluctuation are less pronounced because of the willingness of speculators 
to take stocks off the market in periods of abundance, when prices are 
low, and put them back on in periods of scarcity, when prices are high. 

The willingness of the speculator to assume the risk of storage is 
based upon his expectation of a profit to be made out of the spread 
between the price at which he buys and the future price at which he 
sells. Out of this spread must come the costs of storage, which include 
storage charges, interest, and shrinkage or other deterioration of the 
product. Since under normal conditions of supply prices tend to rise 
as the season advances and fresh supplies fall off, there is a normal 
expectation of profit. 

If the storage stocks and the cost of carrying them were the only 
factor, or even the principal factor, accounting for price fluctuation, 
the problem of the speculator and the merchant would not be so 
difficult; but there are other factors that affect prices, some of which, 
like weather conditions, are quite unpredictable. Thus the speculator 
(and in this role is included the merchant who must provide a stock 
for his trade) has no way of predicting what the future price will be 
when his stocks must be cleared. When future prices are quoted on 
organized exchanges, he may be guided somewhat by the current 
spreads in price between cash and futures at the beginning of the 
storage season, but there is no assurance that these price relationships 
will continue to hold for any length of time. 

A study of storage operations in the wholesale butter market lends 
some support to the theory that the experience of a previous storage 
season has some effect on the willingness of speculators to store freely 
or to restrict their operations. When profits had been made in a 
previous season, buyers of stocks for storage tended to bid up the price 
to a point where the spread between the cash and future prices was 
narrowed to less than the costs of storage. When the experience of a 
previous year had resulted in losses, buyers were wary, prices were 
depressed, and more of the supply was forced into the market for 
current consumption. 1 

Thus it is apparent that, in the commodity markets where storage 
is a factor in price making, some part of the price fluctuation that 
exists is present because of attempts on the part of speculators to dis¬ 
count the factors affecting future prices. While there is little question 
that storage helps to stabilize prices, the process is not automatic and 

1 E. A. Duddy and D. A. Revzan, “Profits and Losses in the Storage of Butter,” 
Journal of Business of the University of Chicago , October, 1933, pp. 293-317. 
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a considerable degree of fluctuation may occur in spite of, and some¬ 
times because of, the presence of large storage stocks. 

QUESTIONS 

1. Transportation helps to create both place and time utility in goods. Explain. 

2. What other function works with transportation to determine the shape and 
size of the market area? 

3. How important a factor is transportation cost in the total cost of marketing? 
in the marketing of a particular product? 

4. Describe^e evolution that has taken place in the means of transportation and 
the ownership of the transport facility. 

5. Transportation is an organizing force in marketing. Give examples. 

6. Distinguish between commodity rates and class rates as applied to traffic on 
the railroads. 

7. How do systems of rates facilitate the maximum movement of the product? 

8. What is the marketing significance of a transit rate and how does it operate? 

9. What is a blanket rate and what is its marketing significance? 

10. Define “diversion” and “reconsignment” and illustrate the use of these prac¬ 
tices in the marketing of commodities. 

11. Describe the service performed by the freight forwarder and indicate the 
advantages of this service for the manufacturer. 

12. What is a pool car? 

13. Describe some of ihe improvements that have taken place in transportation 
services and indicate the significance of these improvements for marketing. 

14. Have the improvements in transportation lowered costs or reduced risk for the 
businessman? 

15. Have improvements in transportation lowered prices for the consumer? 

16. What are the primary functions of storage? 

17. What conditions of modern production make storage necessary? 

18. What are the principal kinds of warehousing service? Describe the kinds of 
service offered by each kind. 

19. What is the distinction between a public and a private warehouse? 

20. Give examples that show the relation of storage and warehousing to trans¬ 
portation. 

21. Discuss the use of the warehouse receipt as collateral for a bank loan. 

22. What is a bonded warehouse? 

23. What is meant by field warehousing? 

24. What economic services are provided by the field warehouse? 

25. Why should a warehouseman want to make direct loans to those who have 
stored goods with him? 

26. Discuss the freight forwarding and distribution service of the distribution 
warehouse. 

27. To what extent does the warehouse compete with the jobber in performing 
distribution service? 

28. The warehouse is an important facility in the strategy of marketing. Explain. 

29. What is the relation of storage to the behavior of prices of a given commodity? 
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CHAPTER IV 


MARKETING FUNCTIONS: STANDARDIZATION 
AND GRADING; FINANCING 

Standardization and Grading 
Meaning ofa&tandardization . A standard is a measure that is 
generally accepted as having a fixed value. The measure is in units 
of intrinsic qualities or characteristics of a product or a service. For 
marketing purposes, however, it is desirable that the standard set up 
for a product also take account of the values that buyers attach to the 
product or the service in terms of its uses. Table 9 shows the kinds 
of information that women expressed a desire to see on garment tags. 


TABLE 9.—KINDS OF INFORMATION DESIRED BY WOMEN 
ON GARMENT TAGS* 

(In per cent of group total) 


Information 

Average 

Housewives and 
professional 
women 

Senior students 
home economics 

Color fastness. 

75.48 

59.73 

84.27 

Contents (fiber). 

70.91 

53.02 i 

80.90 

Washability and washing instructions 

66.83 

62.42 

69.29 

Shrinkage (preshrunk sanforized)... 

64.66 

54.36 

70.41 

Correct size. 

35.10 

15.44 

46.07 

Dry cleaning. 

31.49 

36.91 

28.46 

Name of manufacturer. 

19.23 

6.04 

26.59 

Wearability. 

15.62 

8.72 

19.48 

Instructions on care. 

11.54 

12.08 

11.24 

Silk weighting. 

11.06 

4.03 

14.98 


* Problems under Informative Labeling. 

Reprinted from Marketing Series No. 34, by special permission of the American Management 
Association, New York, N. Y. 


Many of these values are subjective, as is the case with style goods, 
while standards must be expressed objectively in some sort of scale 
of measurement. Thus a standard is determined as a result of the 
scientific study of the essential qualities or characteristics of a product 
or a service. The standard itself may be expressed positively, in 
different amounts of the component qualities, or negatively in terms 
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of qualities that are undesirable in the product or the service. A 
standard for fuel expressed in terms of thermal units (the amount of 
heat sufficient to raise the temperature of 1 pound of water 1 degree 
Fahrenheit) is an example of a positive standard, while the prohibition 
of the use of harmful ingredients in food and drugs by the Public Health 
Service under the Food, Drug and Cosmetics Act of the Federal 
government is an example of a negatively expressed standard. 

Standards may be applied to 1 

1. Nomenclature 

2. Uniformity of dimensions to provide for interchangeability of parts and supplies 
or the interworking of apparatus 

3. Specifications for materials and products 

4. Methods of test or inspection 

5. Methods of rating machinery or apparatus 

6. Safety standards 

7. Rules for the operation of apparatus or machinery 

8. Concentration upon the optimum number of types 

Standards as applied in marketing are mainly concerned with 2, 3, 
and 8, above, though it would not be difficult to point to examples in 
marketing practice covering the whole range of these applications. 

Standardization in the case of manufactured goods and of most 
industrial goods is a function of production. Marketing considerations 
enter into product planning, but once the standard has been agreed 
upon, identical units of the product can be manufactured according 
to specification. With respect to the products of agriculture and of 
the extractive industries, the case is different. The wide variation in 
size and quality of these products that prevails in nature makes 
necessary an application of the principle of standardization in terms 
of grades. From this point of view standardization is the determining 
of classes or grades of a product or service that have fixed limits. 

Meaning of grading. Grading is the use of a standard, or set of 
standards, for sorting ungraded product into lots that are similar 
in variety, size, quality, etc. One must distinguish between fixed 
and variable grading systems. Standard grades have fixed limits, 
defined by the different weights of the grading factors that must 
be present. In a variable grading system the weights of the grad¬ 
ing factors may be varied to take account of changes in the general 
quality of the supply coming on the market. If there is a scarcity of 
product that meets the requirements of grade A, then the lower limit 

1 P. G. Agnew, “Legal Aspects of Standardization and Simplification,” Industrial 
Standardisation (New York: American Standards Association, 1929). 
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of the grade will be adjusted to include products which, under a 
standard grading system, would fall in the top of grade B. 

In Table 10 an example is given of a standard grading system for 
wheat. 


TABLE 10.—STANDARD GRADING FOR WHEAT* 
Class IV.—Hard Red Winter Wheat 


Grade requirements for (a) Dark Hard Winter, 
(b) Hard Winter, (c) Yellow Hard Winter 





Maximum limits of— 



Grade 

number 

Mini¬ 

mum 

test 

weight 

per 

bushel, 
in lbs. 

Damaged 
kernels 
(wheat and 
other grains) 

Foreign 

material 

Wheats of 
other classes 


Total, 

% 

Heat- 

dam¬ 

aged, 

% 

Total, 

% 

Matter 

except 

other 

grains, 

% 

Total, 

% 

Durum 

and/or 

Red 

Durum, 

% 

it. 

60 

2 

0.1 

1 

0.5 

5 

1 

2t. 

58 

4 

.2 

2 

1.0 

10 

2 

3t. 

56 

7 

.5 

3 

2.0 

10 

3 

4. 

54 

10 

1.0 

5 

3.0 

10 

10 

5. 

51 

15 

3.0 

7 

5.0 

10 

10 

Sample grade.. 

Sample grade shall include wheat of the subclass Dark Hard 
Winter, or Hard Winter, or Yellow Hard Winter, which does 
not come within the requirements of any of the grades from 
No. 1 to No. 5, inclusive; or which contains more than 15.5 per 
cent of moisture; or which contains inseparable stones and/or 
cinders; or which i3 musty, or sour, or heating, or hot; or which 
has any commercially objectionable foreign odor except of smut 
or garlic; or which contains a quantity of smut so great that any 
one or more of the grade requirements cannot be applied accu¬ 
rately; or which is otherwise of distinctly low quality. 


* Handbook of Official Grades , U. 8. Department of Agriculture. 

f The wheat in grades No. 1 and No. 2 of this class may contain not more than 7 per cent, and the 
wheat in grade No. 3 of this class may contain not more than 10 per cent, of shrunken and/or broken 
kernels of grain and other matter that will pass through a 20-gage metal sieve with slotted perforations 
0.064 inch wide by % inch long. 


Standards may be established by trade associations, commodity 
exchanges, or government agencies. The National Bureau of Stand¬ 
ards and the bureaus of the U. S. Department of Agriculture have 
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developed many standards for agricultural and industrial products. 
Notable in the development of standards for industrial products has 
been the work of the American Standards Association. It should be 
made clear that standards may be merely advisory to the members of 
an industry, or they may be made mandatory by some government 
agency. 

Simplification . The term “simplification” is often associated with 
the term “standardization,” and it is in fact a kind of standardization. 
According to the Division of Simplified Practice of the National Bureau 
of Standards, “A simplified practice recommendation may be defined 
as a list of sizes, varieties, types, or grades of products which has been 
approved for regular stock purposes after superfluous variety has been 
eliminated.” 

The idea of simplification is often set up in contrast to standardiza¬ 
tion, which carries the implication of regimentation. “In simplifica¬ 
tion we fix our attention upon the things which we wish to eliminate, 
while in other kinds of standardization we fix our attention upon the 
things we wish to keep and to concentrate upon. In simplification we 
‘eliminate unnecessary types, sizes, and grades of products/ In 
standardization we ‘concentrate upon the optimum number of types, 
sizes, and grades of products/ ” x 

Significance of Standardization and Grading for Marketing 

Ethical basis of marketing . Standardization and grading provide 
the ethical basis for marketing transactions. The development of 
standards of weights and measures is proof of an enormous ethical 
advance for the human race. As long as no objective standard 
prevails there is opportunity for the strong to take advantage of the 
weak, for the clever and unscrupulous to outwit the unwary and 
trusting. There is still much matching of wits, which no improvement 
in marketing standards can wholly remove, but the range of con¬ 
troversy has been greatly narrowed. 

Laws prescribing standard weights and measures have been am¬ 
plified by such legislation as the Standard Container acts of 1916 and 
1928, under which the U. S. Department of Agriculture has greatly 
reduced the number of different containers used in the marketing of 
fruits and vegetables. Standards of quality are of course more difficult 
to derive than are standards of weights and measures, and they give 
rise to more difference of opinion on the part of those who are governed 
by them or who are asked to use them. 

1 Agnew, op. Clt. 
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It seems not too much to say that price alone is not a sufficient index 
of the quality of a product. It is not an uncommon experience for the 
buyer at retail to find that he has paid a higher price for a product of 
lower grade and quality than he could have obtained had information 
about the grade been available to him. The price quotation must in¬ 
clude some reference to grade if the goods are not immediately available 
for inspection, in order for buyer and seller to come to an understand¬ 
ing. If the goods are present and ungraded, the rule caveat emptor (let 
the buyer beware) prevails. If, however, the merchandise is subject 
to grading andjg sold by grade, the buyer has recourse to the seller if 
the merchandise is not as represented. 

Economies in physical handling. Standardization and grading help 
to protect merchandise in transit from damage and to reduce the cost 
of marketing by achieving economies in freight and storage charges. 
The Association of American Railroads, mechanical division, has 
worked out standard methods of car loading to ensure proper bracing 
of the load against shifting, and to provide for ventilation, and for the 
proper loading and care of livestock—to mention only a few examples. 

Standardization of packages, such as boxes, crates, tubs, barrels, 
facilitates proper loading of the transportation vehicle and economizes 
space. Like economy is realized in storage where irregular-sized 
packages leave vacant air space in the pile. The storage rate, when it 
is on a cubic foot basis, makes the cost of storage high for unstandard¬ 
ized containers. < 

The grading of a product at the shipping point, to remove unmer¬ 
chantable produce, saves freight charges and makes the shipment more 
readily salable. When shippers are at a considerable distance from large 
consuming markets, the incentive to organize cooperatively to set 
standards and grades at the shipping point is increased. Notable ex¬ 
amples may be seen in the operations of the California Fruit Growers 
Association in the shipment of citrus fruit and the activities of the 
apple producers in the state of Washington. It would be prohibitive for 
producers of agricultural products on the Pacific Coast to pay freight 
on unsalable culls to eastern consuming markets. ; 

It should also be noted that sale by description, which a system of 
standard grades makes possible, results in more direct routing of 
agricultural produce than would otherwise be the case. Sales of feed 
grain may move direct from shipping points in Iowa to eastern buyers 
without incurring terminal railroad and storage charges incident to 
moving the grain through elevators at Chicago. The sale may be nego¬ 
tiated on the basis of grade through a broker located in the Chicago 
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market. Fruit may move in carlots from western shipping points to 
widely scattered consuming markets without the loss of time and ex¬ 
pense of concentration at terminal markets for inspection and recon¬ 
signment. Shipments of standard grades of coal also may be made 
direct from mines to industrial users without concentration in terminal 
yards. It must be obvious that sale by description greatly widens the 
scope of marketing operations, not only within the domestic market 
but in foreign trade, where prior inspection of the commodity by the 
buyer is usually not possible. 

This economy in physical handling traceable to standardization 
extends to marketing operations within a central market for agricul¬ 
tural produce. Transactions on a grain or a cotton exchange are gov¬ 
erned by standard grades. Thus the trading may be carried on without 
the presence of the physical commodity, which is stored at points that 
facilitate its redistribution at the least cost. The transaction center in 
turn may be located at a point convenient to financial agencies and the 
offices of manufacturers, exporters, and service companies. 

Grading and price comparison . At this point it is apparent that the 
system of grades becomes part of the service of communication. In¬ 
formation about prices must inevitably take account of differences in 
grade. The presence of a grading system makes possible a comparison 
of values of different qualities of a product in a single market and of 
differences in price of the same grade in different markets. Such com¬ 
parisons are constantly necessary for keeping prices of the different 
grades in the different markets in line with each other. Thus the grade 
becomes part of the price structure of the commodity. For further 
discussion of this point, see pages 111 and 477. 

How standard grading and packing reduce risk and aid in financing . 
To the extent that the buyer can rely on the grade and pack of the 
shipper his risk of loss from unsalable merchandise is reduced. This 
reduction in risk in reflected in his trading margin. It is generally the 
case that well-graded commodities are handled on narrower margins 
than are ungraded bulk goods, in which the amount of merchantable 
commodity is in doubt. 

It is true, also, that grading facilitates the making of loans on goods 
that are moving through wholesale markets or entering into storage. A 
larger proportion of the market value of the commodity will be loaned 
by the bank when the commodity is graded, because the banker is able 
to determine with some degree of accuracy what the market value of 
such a commodity is. For most agricultural commodities prices are 
published by grade. Similarly the warehouse receipt is better collateral 
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for a loan when it carries information of the grade of the merchandise 
that it represents. 

Standardization and branding . Manufacturers, wholesalers, and 
large retailers standardize merchandise of like quality and kind under 
a brand name, a trade-mark, or a trade name, which identifies the goods 
to the buyer and serves to distinguish the product of the seller from 
that of his competitors. Thus the brand becomes both the expression 
of a standard of quality that the manufacturer or the merchant tries to 
maintain and a means of differentiating the product in the mind of the 
consumer. In the sale of consumers’ goods through retail stores, the 
brand becomes the basis of sales promotion and advertising. 

Packaging and brand advertising are definitely related, since the 
brand symbol or brand-name must appear on the package to identify 
it to the buyer. Since goods sold in sealed packages cannot readily be 
inspected by the retail buyer, the brand has become the symbol of 
quality for the buyer; often it is the only indication he has of the quality 
and reliability of the product. The advertising of the manufacturer has 
taught the buyer to associate a uniform standard of quality with a 
particular brand, and where such a standard has been maintained a 
considerable good will value attaches to the brand. 

Standardization on a voluntary basis under a brand name or symbol 
is subject to many stresses and strains. In the case of annually produced 
crops of fruits and vegetables, weather factors or pest conditions may, 
in a particular year, lower the average quality of the crop and limit 
especially the amount of top-grade produce available for the better 
brands. Under such conditions, packers have the alternative of greatly 
restricting the amount of their first-grade brand or of admitting into 
this grade products that would, in an average year, be packed under a 
second-grade brand. Since there is demand for a definite quantity of the 
established first-grade brand, the temptation is great to widen the 
range of the top grades. Perhaps no injustice is done to the consumer, 
since no definite standard of quality has been promised. If the consumer 
buys another brand, he will in all likelihood not improve his situation 
if packers generally have been affected by the same bad growing con¬ 
ditions. In such a case we have a variable, rather than a fixed, standard 
of grading. It has the merit of flexibility, which permits the packer to 
meet emergencies, but it exposes the consumer to a risk in buying that 
is difficult for him to overcome. 

In voluntary standardization of grades, also, those who play the 
game strictly according to the rules are exposed to the quality com- 
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petition of unscrupulous competitors. It is not easy for the buyer, es¬ 
pecially the consumer buyer who has not been technically trained, to 
detect the absence of some essential quality characteristic of a product 
or the substitution of inferior materials or poor workmanship. External 
appearance may be the same and the price may be the same, so that, 
in the short run, profits are made at the expense of the producers who 
adhere to a standard, while the consumer is deceived. Such competition 
is particularly hard to meet. 

The general scarcity of materials during the Second World War, 
together with the control over price exercised by the Office of Price 
Administration, brought about considerable degradation of standards 
in the consumer-goods markets. 1 The attempt of the Office of Price 
Administration to compel the use of grade labeling to the consumer 
on canned goods and on women’s hosiery, as a means of bringing price 
into line with quality, provoked a spirited controversy between the 
regulating agency and the trade. The issues raised were these: Are 
standards and grade labeling essential to effective price control? Will 
the compulsory use of grade labeling destroy brand names and ad¬ 
vertising? Since newspapers and periodicals depend largely for their 
income on advertising, it was suggested that the demand for compulsory 
grade labeling was a subtle attack upon the freedom of the press. 

Although Congress denied to the Office of Price Administration the 
authority to require grade labeling of any commodity, it did permit 
the administrator to set standards, “provided no practicable alterna¬ 
tive exists for effective price control.” The administrator was also per¬ 
mitted to make use of existing standards in fixing prices. There seems 
little question that price as an index of value to the consumer cannot 
be separated from the idea of grade or quality. 

There is little evidence to support the hypothetical view that pro¬ 
ducers of branded products that are made to conform to standard 
grades will no longer advertise to consumers. Those who support this 
view argue that, though there is a range of quality within a grade, there 
will be no incentive for producers to improve the quality of their pack, 
since the bottom of a given grade will carry the same grade symbol and 
therefore will be esteemed by the consumer as of the same value as the 

1 See testimony of W. S. MacLeod, Director of Standards Division of the Office 
of Price Administration before the Boren subcommittee of the House Committee 
on Interstate Commerce, June, 1943; see, also, George Katona and Dickson H. 
Leavens, “Price Increases and Uptrading: The Change in Advertised Prices of 
Apparel and House Furnishings,” Journal of Business of the University of Chicago , 
October, 1944. 
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top of the grade. Under these conditions, it is assumed that competition 
will force all producers to deliver at the bottom of the grade. There 
being no difference in quality, there will be no basis for the use of a 
brand. 1 

Grade labeling of canned goods has been required by law in Canada 
since 1918, but the amount of brand advertising has been generally 
maintained. Companies that adhere to the grading standards of an 
industry do not fail to advertise under their respective brands, even 
though the product, as in the case of cement and fluid milk, is identical 
in quality. 

Purchase ancfsale in the wholesale commodity markets are carried 
on rather generally in terms of commercial grades or some kind of 
specification. It is only at the consumer level that objection to dealing 
on a basis of grades is raised. Space does not permit of presenting all 
the arguments pro and con. 2 * Within the canned-goods trade 

. . . there are three different schools of thought: one which is opposed to carrying 
the standards through to the consumer by means of grade labeling (The Na¬ 
tional Canners Association speaks for this group); a second, which grade labels 
each can and contracts with the U. S. Department of Agriculture to carry out 
the grading under continuous inspection; and a third, whose product is grade 
labeled and marketed through the great food-chain distributors. 8 

The food chains follow the recommendations of the National Con¬ 
sumer-Retailer Council. 4 * * * 

The first of these groups is committed to the use of “descriptive 
labeling” which includes (1) a truthful picture of the product; (2) 
statement of size, maturity, color, variety, style of pack, packing 

1 This type of reasoning, however, is susceptible of being pointed in the opposite 
direction, for an incentive does exist for the packer to push as much of his product 
as possible into the next higher grade, where it will command a higher price. There 
is always the further incentive of gaining a larger share of the patronage of the con¬ 
sumer market by maintaining a better average quality within the grade and forming 
in the mind of the consumer an association between this quality and the brand. 

2 “Canned Food Labels That Meet Consumer Needs,” (Washington, D. C.: 
National Canners Association); also, Jessie V. Coles and H. E. Erdman, “Some 
Aspects of the Arguments against Grade Labeling,” Journal of Marketing, January, 
1945, pp. 256-261. 

8 “Standards and Labeling in Controversy,” Industrial Standardization, May, 1943. 

4 The National Consumer-Retailer Council is made up of the following groups: 

American Association of University Women; American Home Economics Associa¬ 

tion; American Retail Federation; General Federation of Womens Clubs; National 

Retail Dry Goods Association; National Association of Better Business Bureaus, 

Inc.; National Better Business Bureau, Inc. 
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Fig. 5.—Example of descriptive labeling. 
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medium, seasoning, spices, etc; (3) the quantity; (4) factual descrip¬ 
tion of the raw product and method of processing; (5) brand name; 
(6) simple directions for preparing and serving the contents, if this is 
desired. 1 

The last two groups label their brands by grade besides giving a 
description of the contents of the can. Behind the grade symbols, A, 
B, or C, are the grade standards of the V. 8. Department of Agriculture. 2 

The reliability and usefulness of a grading system depend in part 
upon the care with which the grading factors are chosen, the honesty 
with which grades are enforced by a system of inspection, and the ease 
and accuracy with which the grade symbol can be identified and in¬ 
terpreted by the buyer. Inspection for grade may be conducted by the 
employees of the packer or the manufacturer, but it should be policed 
by an impartial authority that has no ownership interest in the product. 

Limit of standardization of consumers’ goods. For marketing pur¬ 
poses there are definite limits to the use of standardization for im¬ 
portant classes of consumers’ goods. This is particularly true of style 
goods and of goods that have a personal appeal. Emphasis here is on 
variety and novelty, with patterns and colors changing frequently to 
meet the changing mood of the buyer. Any attempt to regiment demand 
in this sector of the market, except for brief periods while a fashion is 
in vogue, would prove disastrous. 

Simplification. Not enough has been said about the application of 
this important principle to marketing. The discussion of standardiza¬ 
tion has centered too much upon product, with too little reference to 
procedures. The technique of simplification is more flexible than that 
of standardization and is not inconsistent with variety and individual¬ 
ity in the product; it is not a device of regimentation. As defined by one 
authority, simplification is “a philosophy of management that seeks 
persistently to confine activity to those objectives which appear most 
logical, and a technique which detects and eliminates constantly more 
of the motion which is wasted in reaching those objectives.” 3 

The ramifications of this principle throughout the production and 
marketing processes may be illustrated in the following example used 
by Mr. Murphy: 

A company, for example, may be producing fifty designs or patterns of cloth, 
toweling, wallpaper, or printed matter each month or each season. The experi¬ 
ence of many companies has been that 75 per cent to 90 per cent of sales will be 

1 “Canned Food Labels That Meet Consumer Needs,” p. 11. 

2 See Appendix B, p. 651. 

3 Carroi.l Dean Murphy, “Simplification as a Business Policy and Procedure,” 

Journal of Business of the University of Chicago , October, 1943, pp. 230-234. . 
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of perhaps 20 per cent, or ten of these patterns. When the line is so simplified, 
it becomes possible to put more research and talent into each of these ten designs, 
and still to economize in the time, the forms, and the routines of the work. 
Fewer materials need to be purchased and stocked. So the procedures connected 
with purchasing are simplified. Runs are larger. Quantity prices and costs 
come down. Inventories—from raw material through to the retailer’s shelves— 
are reduced and their various routines simplified. The attention of sales- 
promotion men, salesmen, and retail clerks is concentrated. Advertising is 
concentrated on fewer objectives. Sales training, selling, servicing, planning, 
financing, costing, billing, accounting—all become simpler. 1 

Standardization and simplification touch every part of the business 
structure. Their application has given rise to new and improved tech¬ 
niques of production and to new types of distribution agency. The 
full force of their application has not yet been felt on marketing meth¬ 
ods. At a later point we shall have occasion to see the effects of the 
use of these principles on the marketing structures. 

Financing: Meaning and Use to Effect Adjustment of 
Physical Supply to Future Demand 

Meaning. Financing is a general function of all business, but it has 
important applications to the process of marketing. As we shall see, 
the financing of production is closely linked to the marketing operation 
and is, in fact, often initiated by middlemen. Credit is made possible 
because of the cooperative pooling of financial resources in a banking 
system. The essence of a credit transaction is the advance of goods or 
services, or of claims on them, and the confidence that the lender has 
in the borrower’s ability and willingness to repay the loan when it is 
due. The use of credit has become essential in our roundabout system 
of mechanized production, and in the need for producing in anticipa¬ 
tion of consumer demand. The amount of credit is directly related to 
the length of the production and distribution processes. In the adjust¬ 
ment of production to estimated future market demand, it is often im¬ 
possible to strike an accurate balance. In the case of agricultural prod¬ 
ucts the difficulty of achieving a balance is traceable to the seasonal 
nature of production and the unpredictable behavior of the weather. 

With manufactured goods, increased specialization in production 
and the fact that production is initiated well in advance of consump¬ 
tion create a problem of adjustment only a little less critical than that 
for the products of agriculture. The function of financing, which is 
the inevitable accompaniment of a function of storage, is the chief 


'Ibid. 
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means by which the risks and costs of adjusting physical supply to an 
estimated future demand are carried. Applications of this use of the 
financing function are (1) the financing of the assembly of agricul¬ 
tural products at country points and their concentration in central 
markets, (2) financing the storage of seasonally produced goods, (3) 
financing the production for stock of goods for which demand is 
seasonal. 

The financing of inventories of middlemen and retailers may well 
be classified with other uses of credit to effect the adjustment of supply 
to demand. Thifl%spect of financing also illustrates the use of credit as 
a competitive device for promoting sales, when it is looked at from the 
seller's point of view, and for enlarging the scope of operations and 
achieving a price advantage, when it is seen from the buyer’s point of 
view. From a purely economic standpoint, the purpose of the borrower 
is “to increase his money income by an amount greater than the 
interest he pays.” 

Other examples of the importance of financing in marketing that 
merit attention are (1) the financing of consumer purchases made in 
anticipation of future income, (2) the financing of speculative trading 
on organized exchanges, and (3) the use of loans to stabilize prices. 

Financing the assembly and concentration of agricultural commodities . 
Wholesale markets for agricultural commodities are known as “cash” 
markets, because farmers expect to be paid cash when their crops and 
livestock and livestock products are delivered to the wholesale buyer. 
Wholesalers, in turn, deal with each other largely on a cash basis. This 
maintenance of a cash basis is made possible only through an efficient 
organization of credit through the banks. An example or two will il¬ 
lustrate how credit functions to promote the market movement of an 
important commodity. 

In the specialized grain-growing sections of the country, it is general¬ 
ly the case that the resources of local banks are inadequate to the financ¬ 
ing of payments to farmers for grain grown in the sections in which the 
banks are located. The credit resources of large banks in the central 
markets are drawn upon to facilitate cash payment to farmers. The 
medium through which such purchases are made may be the country 
elevator, the salaried buyer of a milling company located in the central 
market, or a broker or agent buying from the country grain elevator, 
or local dealers buying grain from farmers and consigning their ship¬ 
ments to a grain commission firm for sale in a central market. Payment 
is made to the farmer by check drawn on the local bank. 

Once the grain has been loaded into a car for shipment and an order 
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bill of lading has been issued by the railroad company, the grain be¬ 
comes good collateral for a loan. The dealer takes the bill of lading to 
the local bank and draws a demand draft for about 80 per cent of the 
current market value of the shipment against the commission firm to 
which the grain has been consigned. The draft, with bill of lading at¬ 
tached, is sent by the bank to its correspondent bank in the market to 
which the shipment is consigned. At the same time, the local bank 
credits the account of the local grain buyer for the amount of the draft, 
which approximates the price paid by the dealer to the farmer. 

When the draft is received by the bank in the central market, it is 
presented to the commission firm for payment. The firm takes up the 
draft through a debit to its account in the bank and obtains possession 
of the bill of lading, without which the railroad will not release the car 
for sale. The city bank either remits funds to the country bank or gives 
the country bank a credit on its account for the amount of the draft. 
Sale of the car is accomplished and, after the contents have been offi¬ 
cially weighed in an elevator, the proceeds are remitted to the country 
grain buyer. Deductions are made for the amount of the draft, with 
interest for the time it has been outstanding; for freight, inspection, 
and weighing charges; and for commission. Thus by the use of the 
credit machinery a vast tonnage of agricultural commodities is con¬ 
centrated from farms to central markets for storage and processing, 
with the minimum use of cash. 1 

A situation somewhat similar to that already described for grain 
prevails in the wholesale fruit and vegetable trade. Small packers and 
shippers with limited working capital avail themselves of the larger 
credit resources of central-market wholesalers by drawing drafts against 
shipments when the sale is f.o.b. (free on board) shipping point, with 
privilege of inspection at destination. The procedure for handling draft 
and bill of lading and for making payment are essentially similar to 
the method already described. 

Marketing loans are also made by distributors located in the central 
wholesale fruit and vegetable markets. These may take the form of 
cash advances made to packers and shipping associations to cover the 
cost of the picking and packing of fruit, and the loading of cars. After 
the cars are loaded, the distributor may agree to honor drafts drawn 
against him, or he may make further cash advances of so much per 
car before the cars leave the shipping point. The distributor, in turn, 
is given a contract to act as selling agent for the shipper, with full 

1 Report of the Federal Trade Commission on the Grain Trade , Vol. Ill, Chap. VII, 
(1922). 
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authority over the routing of the shipments and the price at which 
sales will be made. His compensation will average between 5 and 10 
per cent of the gross proceeds, so that he has an incentive for maximiz¬ 
ing both volume of sales and price. From the gross proceeds he deducts 
his commission and the amount of the advances he has made. 1 

Cooperative marketing associations are financed not only by the as¬ 
sistance they receive from middlemen but also from government 
agencies. Twelve banks for cooperatives operating under the control 
of the U. S. Farm Credit Administration are authorized to make loans 
to cooperative marketing associations of producers for merchandising 
purposes. These are seasonal loans, secured by an assignment of sales 
proceeds or by the pledge of securities, or by a mortgage on buildings 
and equipment. During the year ending June 30, 1945, the banks for 
cooperatives made loans*in the amount of $407,470,242 to 1,050 as¬ 
sociations. 2 

Warehouse financing. Financing through the medium of warehouse 
loans is an additional example of the operation of the financing function 
to facilitate the concentration of goods in anticipation of consumption. 
Such loans may be made on stocks of seasonally produced goods, such 
as the products of agriculture, and on manufactured goods which are 
produced throughout the year but for which the demand is seasonal. 

In the discussion of the function of storage and warehousing, the 
part played by the warehouse in facilitating loans of the first type has 
been described (see pages 47 to 49). Banks may lend directly to owners 
of goods stored in public warehouses, on the security of warehouse 
receipts evidencing the nature and quantity of the goods. The bank 
also takes the note of the owner for the amount of the loan. Thus the 
working capital of the borrower, which would otherwise be tied up in 
the merchandise during the period of storage, is released for use in the 
operation of his business. The bank is secured, not only by a claim 
against the assets of the borrower through the note that it holds, but 
by the fact that the collateral for which it holds warehouse receipts is 
readily salable. Such loans will be made up to 60 to 70 per cent of the 
market value of the merchandise. 

A very common method of making warehouse loans is for the owner 
to negotiate the loan through the warehouseman with whom his goods 
are stored. The warehouseman in this case acts as an intermediary 

1 E. A. Duddy, “Financing the Wholesale Distribution of Fruits and Vegetables,” 
Journal of Business of the University of Chicago , October, 1938, and January, 1939. 

2 Twelfth Annual Report of the Farm Credit Administration , 1944-1945 (Wash¬ 
ington, D. C.: Government Printing Office, 1946). 
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between the borrower and the bank, the borrower giving his note for 
the amount of the loan and endorsing the warehouse receipts over to 
the warehouseman. The warehouseman, in turn, arranges for a “line 
of credit” with a large commercial bank, against which he can draw; 
or he borrows on notes secured by warehouse receipts. The primary 
risk of loss through a shrinkage in value of the commodity is thus on 
the warehouseman rather than on the bank. For this loan service to 
the borrower the warehouse charges a small premium above the interest 
rate charged by the commercial bank. 

Commodity loans on warehoused commodities are also provided 
for in loans made to farmers by the banks for cooperatives under the 
Farm Credit Administration. Such loans may be made for 50 to 75 per 
cent of the net market value of the products, to finance the storage and 
processing of nonperishable agricultural commodities. The security 
given may be warehouse receipts or a chattel mortgage, the life of the 
loan being for 1 year or for the usual marketing period. The Federal 
government has also engaged in a much more ambitious program of 
lending on stored agricultural commodities under the control of the 
Commodity Credit Corporation. The activities of this lending agency 
will be discussed in relation to another and different aspect of the 
financing function. 

Warehouse loans on processed goods. In the lending operations just 
described, the emphasis has been upon financing, through time, surplus 
stocks of seasonally produced goods pending their need for consump¬ 
tion. A somewhat different problem of adjustment is encountered in 
the case of products which are produced throughout the year but for 
which demand is more or less seasonal. Typical of such commodities 
are confectionery, rubber tires, wearing apparel, coal and coke, wines, 
liquors and beer. It is of advantage to the manufacturer of such com¬ 
modities to maintain as nearly as possible year-round regular produc¬ 
tion. Production and labor problems are simplified and costs are likely 
to be lower than when production is highly seasonal. The warehouse 
loan makes possible the accumulation of stocks against seasonal de¬ 
mand. The public distribution warehouse and the field warehouse are 
the mediums through which bank loans are made to mines, manufac¬ 
turers, and processors. 

The loan on goods deposited in the public distribution warehouse 
may be negotiated by the owner directly with the bank or through the 
warehouse as an intermediary. The warehouse may have a subsidiary 
finance company through which such loans are made to depositors. 
The warehouse receipt and the borrower’s note function in the same 
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manner as for those loans previously described. Generally speaking, 
such loans may not be as attractive to the banker as loans on agricul¬ 
tural products, since the commodities may not be so well standardized, 
and the absence of published prices may make the problem of deter¬ 
mining a fair value for them more difficult. 

The field warehouse has been previously referred to (see page 48), 
but its functioning as a part of the credit machinery of the market 
should be made more clear. From the list of commodities handled under 
field warehousing, as shown in Table 11, it is apparent that both sea¬ 
sonally produqfijjji and seasonally consumed goods are included. 

The field warehouse is “a public warehouse established by a bona 
fide public warehouseman on the premises of a business concern for 
the purpose of acquiring custodianship of commodities owned by that 
concern.” 1 The field warehouse receives only the commodities of a 
single depositor, on whose premises the warehouse is generally located. 
Businesses that avail themselves of field-warehousing service are those 
that have limited financial resources and those whose operations are 
highly seasonal and whose capital needs fluctuate widely. Field-ware- 
house receipts issued by the custodian of the warehouse are good col¬ 
lateral for a loan. The operations' connected with such a loan may be 
made clear by the following example of a loan made to a tomato¬ 
canning company. 2 

During the late winter or early spring months the canner comes to 
the bank and outlines his proposed plan of operations for the ensuing 
season. This plan includes a decision as to the number of acres of 
tomatoes that he will contract to purchase from farmers or will himself 
plant. From knowledge of the average yield per acre the approximate 
number of cases of canned goods requiring financing can be estimated. 
Because the selling price of the canned product is variable, the banker 
usually commits himself to advance from 60 to 80 per cent of the 
canner’s cost of the product against field-warehouse receipts. This is 
equivalent to an advance of from 50 to 65 per.cent of the selling price 
of the product. As the tomatoes mature during the midsummer 
months they are delivered to the canner, who cans them and places 
the cases of unlabeled cans in a field warehouse. Meanwhile a broker, 
who acts as agent for the canner and who receives a 2 to 4 per cent 
commission on the selling price for his services, will probably have 

1 Neil H. Jacoby and Raymond J. Saulnier, Financing Inventory on Field 
Warehouse Receipts (New York: National Bureau of Economic Research, 1944), 

p. 10. 

2 Cited from Jacoby and Saulnier, pp. 77-78. 



STANDARDIZATION AND GRADING; FINANCING 73 


TABLE 11.—FIELD WAREHOUSES OPERATED BY FIVE LEADING 
COMPANIES AT MID-1941, BY PRINCIPAL TYPE OF 
PRODUCT WAREHOUSED* 


Principal type of product warehoused 

Number 

Per cent 
of total 

Canned food products. 

304 

17.1 

Miscellaneous groceries. 

236 

13.2 

Lumber, timber, building supplies. 

180 

10.1 

Coal, coke. 

117 

6.6 

Seeds, feed, grain, flour. 

113 

6.3 

Fuel oil, gasoline, petroleum products. 

91 

5.1 

Wines, liquors, beers. 

80 

4.5 

Textile products, wearing apparel. 

76 

4.3 

Iron, steel and products. 

66 

3.7 

Household machinery and equipment. 

54 

3.0 

Miscellaneous agricultural products. 

51 

2.9 

Paints, chemicals, drugs. 

45 

2.5 

Industrial and commercial machinery and equipment. 

37 

2.1 

Paper, wood pulp. 

38 

2.1 

Cotton, wool. 

37 

2.1 

Miscellaneous hardware. 

34 

1.9 

Furniture, finished wood products. 

31 

1.7 

Cheese, milk powders. 

20 

1.1 

Nonferrous metals and products. 

19 

1.1 

Rubber tires, rubber products. 

16 

0.9 

Stone, clay, glass, and products. 

15 

0.8 

Sugar, syrups. 

12 

0.7 

Baers bazzinz. 

11 

0.6 

Shoes, slippers. 

11 

0.6 

Books, paper products. 

11 

0.6 

Meat and meat packing. 

10 

0.6 

Nonferrous ores. 

10 

0.6 

Tobacco. 

8 

0.4 

Hides leather leather products. 

8 

0.4 

Iron ore. 

4 

0.2 

Not classified f . 

39 

2.2 


Total. 

1,784 

100.0 



* Neil H. Jacoby, and Raymond J. Saulnier, Financing Inventory on Field Warehouse Receipts 
(New York: National Bureau of Economic Research, 1944), p. 36. 
f Includes musical instruments, toys, cameras, dolls, and “not specified.'* 


found a buyer for the product. The buyers are mainly wholesale 
grocers or large chain retail grocers, who will design labels bearing their 
own brand names. 
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The amount of the canner’s outstanding bank credit usually starts 
rising about the beginning of August, when the canning season gets 
under way, and reaches its peak about mid-October, after which sales 
of canned products enable the canner to withdraw goods from the 
warehouse and to reduce his loan balance. The bank normally expects 
the canner to “clean up” his loan by the following March, although it 
may carry him over into the next canning season if it believes that a 
distressed market condition exists temporarily. 

Financing: Use to Promote Sales 

Financing inventories of wholesalers and retailers . Perhaps a more 
conventional way of describing this aspect of the financing function 
would be to refer to it m the financing of purchases on open account or 
through consignment sales. Since the purpose of the merchant in 
making such purchases is to acquire a stock of goods, the operation, 
from the seller’s point of view, may well be described as the financing 
of dealers’ inventories. 

This aspect of credit is definitely promotional and competitive, since 
credit terms enter into the price-making process and are often adjusted 
in such a way as to offer an added inducement to purchase. While 
this element of competition in credit extension is not altogether absent 
from warehouse loaning operations, it is more clearly apparent in sales 
of goods to wholesalers and retailers. From the seller’s point of view, 
credit is a means by which patronage may be secured and volume of 
sales increased. From the buyer’s point of view, credit is the means 
by which the maximum amount of business may be carried on with 
a limited fund of capital in the enterprise. This motive of the buyer 
is amplified by a desire on his part to obtain a price advantage through 
favorable credit terms. There is, in many situations, a prudential 
motive, which may be described as the desire of the buyer for the 
seller to bear part of the risk of the transaction until the goods are 
resold. It is not the purpose to give a complete discussion of all the 
ways in which commercial credit is used; the following examples must 
suffice. 

Financing on open account. The most common method of credit 
extension in mercantile transactions is through open-account or book 
credit, the buyer being entitled to purchase up to a certain limit and 
being given a definite time within which to pay for the goods. No 
security is required and the seller relies on the reputation and ability 
of the buyer as a guarantee of payment. Discounts from the amount 
of the invoice for cash or for payment before the due date are cus- 
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tomary. The length of time given to pay is definitely related to the 
rate of turnover in the merchandise after it reaches the buyer. 

In the wholesale markets in 1939, service and limited-function 
wholesalers did 77.5 per cent of their total business on credit, 22.5 
‘per cent on a cash or C.O.D. basis. Of the total sales, 16.9 
per cent was for 10 days, 33.7 per cent for 11 to 30 days, and 26.9* 
per cent for more than 30 days. Manufacturers’ sales branches with 
stocks sold only 8.3 per cent of their total sales for cash. Of thesfe 
sales, 26.3 per cent were for 10 days, 39.1 per cent for 11 to 30 days, 
and 26.3 per cent for more than 30 days. Manufacturers’ sales 
branches sold proportionately more of their goods to industrial users 
and other wholesalers, while the wholesalers sold more to retailers. 
Cash transactions were relatively large in the sale of automobiles, beer, 
farm products and farm supplies, and tobacco. Cash sales were at a 
minimum for clothing, coal, dry goods, furniture, hardware, lumber 
and construction materials, and industrial supplies. Longer credit 
terms were given for durable consumers’ goods than for such industrial 
goods as chemicals, hardware, machinery, equipment, supplies, metals, 
and plumbing and heating equipment. 1 

Other methods by which credit is extendedSjrwholesale markets 
include the use of promissory notes, the sight or time draft drawn by 
the seller against the buyer or his bank, and the practice by a dealer 
or an agent of guaranteeing to a manufacturer the credit of his cus¬ 
tomer to whom the manufacturer makes delivery of merchandise. 
This latter practice is found in the machine-tool trade. The dealer, 
who is the selling agent of the manufacturer, customarily guarantees 
the account of his customer; this means that, if the customer fails to 
pay within the prescribed time, the manufacturer can look to the 
dealer for payment. For assuming this risk the dealer is rewarded 
with a somewhat higher commission than he would receive for simply 
performing a selling service. 

Consignment Sales . A further method by which manufacturers and 
wholesalers finance the inventories of those who buy from them, or 
who act as their agents, is by means of consignment sales. By this 
method of selling, used chiefly by the manufacturer, the seller retains 
title in the goods after they have come into the possession of the 
distributing agent. The seller thus has his capital invested in the 
dealer’s inventory while the dealer is able to acquire a stock without 
risking his own capital or going into debt. 

1 Census of Business: Wholesale Trade , 1939 (Washington, D. C.: Bureau of Census, 
1939), Chart X. 
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Goods sold on consignment by manufacturers may be of such high 
value that the dealer, with his limited capital, is reluctant to carry an 
adequate stock. This method of financing is used also to introduce a 
new product. Often the manufacturer wishes to control the price at 
which the dealer sells the goods. By entering into an agreement with 
the dealer, the manufacturer, under a consignment method of sale, 
can control the sale price and can prescribe what records will be kept 
and how proceeds will be remitted. The dealer is compensated for 
his selling effort by an agreed percentage of the selling price. Able 
to carry a full4ifce without investment of his own capital, and with the 
privilege of returning what he does not sell, the dealer has a competitive 
advantage over other merchants who are not so circumstanced. 1 

Accounts-receivable financing. Yet another method of financing sales 
of manufacturers and wholesalers is through the sale of accounts 
receivable. “Accounts-receivable financing may be defined as a con¬ 
tinuing arrangement through which a financing agency makes funds 
available to a business concern by purchasing its invoices or accounts 
receivable—or by making advances or loans, taking one or a series of 
assignments of accounts as primary collateral security.” 2 

Two methods of this type of financing are in use: the first, conducted 
by factors , 

involves the purchase by the factor of a concern’s accounts receivable, generally 
without recourse to the vendor for any credit loss on accounts and with notice 
given to trade customers that their accounts have been purchased. The second 
—known as nonnotification financing—is conducted mainly by commercial 
finance companies and commercial banks and involves the purchase of receiv¬ 
ables or their assignment as collateral security for a loan, without notice to the 
trade customer and without the assumption by the financing agency of the risk 
of credit loss on receivables sold or assigned. 

Discussion here will be confined to the first method, i.e. } financing by 
the factor, and has reference only to open accounts as contrasted with 
installment accounts receivable. 

Those served by the factor are manufacturers, converters, and 
selling agents, and the receivables purchased are obligations of manu¬ 
facturers, wholesalers, and retailers. This type of financing is found 
almost entirely in the textile industry. The volume of this type of 

1 E. B. Weiss and Carroll B. Larrabee, How to SeU through Wholesalers (New 
York; Harper & Brothers, 1937), Chap. VII. 

2 Neil H. Jacoby and Raymond J. Saulnier, Accounts Receivable Financing 
(New York: National Bureau of Economic Research, 1943). Subsequent discussion 
is based on information from this source. 
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financing was 1,150 million dollars for the factoring companies in 1941, 
536 million dollars for commercial finance companies, and 952 million 
dollars by commercial banks—a total of 2.6 billion dollars. 1 

The demand for this type of financing service grows out of the need 
of the seller to employ all his working capital in a manufacturing or 
distributing enterprise without the limitation on his volume that would 
be imposed by trying to do business on a cash basis or by failure to 
recover quickly the proceeds of his sales. There is the added fact 
that the seller by this method is able to shift upon the factor part of 
the burden of credit investigation and all the risk of credit loss on 
those accounts which he transfers. There is some evidence also that 
firms whose assets are so limited as not to be good risks for the bank 
on an ordinary commercial loan, are by this method able to obtain 
funds. From a marketing standpoint, the fact of primary importance 
is that the seller is able to maximize his sales through extension of trade 
credit on a minimum of working capital. This does not mean, neces¬ 
sarily, that the firms using this service are small. “Most of the clients 
of factoring companies are concerns with total assets of between 100 
thousand and 3 million dollars. 1 ” 2 

The factor operates under the terms of a contract with his client for 
a definite period, a year or longer. Funds are advanced up to 90 to 
95 per cent of the face amount of the invoice. A careful appraisal is 
made by the factor of the client’s business and of each account pur¬ 
chased. All sales must be submitted for the factor’s credit approval 
before being made. Factoring companies take a commission of from 
0.75 to 2 per cent of sales cashed and, in addition, take a discount at 
an annual rate of 6 per cent on receivables discounted prior to maturity. 

The converter , whose operations will be discussed at a later point, 
also is important in the financing of the finishing and manufacturing 
of cotton and rayon fabrics. He buys unfinished “gray goods” on 
short terms from the mill and contracts for such services as bleaching, 
dyeing, printing, and in some cases the manufacture of the cloth into 
finished apparel. He sells cloth to the cutting trade and finished goods 
to dealers. Thus he assumes a large risk of price fluctuation and 
change in fashion. He invests his own capital, borrows from banks, 
and, as was seen above, sells accounts receivable to the factor. The 
converter is an example of the financing of a manufacturing process 
by one who is primarily a merchant. He is better able to assume the 

1 Ibid., pp. 3-4. 

8 Ibid. 
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risks involved in a fashion goods industry because of his superior 
information about the market for these goods. 

Financing: Use for Consumers’ Purchases 

“The purpose of consumer credit is to enable the borrower to enjoy 
his money income before earning it or otherwise receiving it.” 1 There 

TABLE 12.—AVERAGE PERIOD FOR ACCOUNTS OUTSTANDING 
IN RETAIL TRADE* * 


Kind of business 


Department stores. 

Men’s clothing stores. 

Women’s specialty stores. 

Men’s and women’s apparel stores 

Shoe stores. 

Furniture stores. 

Household appliance stores. 

Jewelry stores. 

Lumber and building material 
Heating and plumbing equipment. 

Hardware. 

Automobile dealers. 

Automobile tire and accessory 
Coal, fuel oil, and wood dealers.. . 

Grocery stores. 

Milk dealers. 


Average period 


Charge 

accounts, 

daysf 

Install¬ 
ment, 
months t 

48 

5 

65 

3 

58 

3 

57 

6 

47 


48 

9 

48 

23 

45 

4 

51 

15 

51 

10 

46 

8 

37 

5 

42 

4 

40 

6 

34 


22 



* Retail Credit Survey, Federal Reserve Board, 1943, p. 4. 
t Derived by formula: 360 (average of quarterly receivables Hr annual sales), 
t Derived by formula: 24 (average of quarterly receivables-5-annual sales). 


is also the fact that the consumer who lacks cash to pay for current 
purchases may not wish to disturb savings accumulated in a savings 
account or in the form of securities or insurance, in order to make 
payment. This consideration carries more weight when the purchase 
involves a fairly large outlay, the alternative in this case being a loan 
from an industrial bank or a finance company, or an installment 
purchase. One authority on consumer credit has classified the forms 

1 Charles 0. Hardy, ed., Consumer Credit and Its Uses (New York: Prentice-Hall, 
Inc., 1938), p. 3, quoted in “Consumer Credit Theories” by Wallace P. Mors, Journal 
of Business of the University of Chicago , Part 2, April, 1944. 






















STANDARDIZATION AND GRADING; FINANCING 


79 


of consumer credit as (1) income period financing, (2) capital goods 
financing, and (3) deficit financing. 1 

Open-account credit. Open-account credit is a convenience for the 
customer whose income or financial status and good reputation entitle 
him to the enjoyment of this service. For the merchant, selling on 
open account is an adjustment of the time of payment to the customer’s 
receipt of income. It is apparent that the kind of merchandise and 
the amount of purchase also have considerable to do with the time for 
which credit is extended on open account. An analysis of open 
accounts in 5,455 retail stores of the average number of days accounts 
were outstanding in 1943 showed a variation of from 22 days for milk 
to 65 days for men’s clothing (see Table 12). 


TABLE 13.—ESTIMATED RETAIL SALES, BY TYPE OF TRANSACTION* 



Sales (in billions of dollars) 

Percentage of total sales 

Year 

Total 

Cash 

Charge 

account 

Install¬ 

ment 

Cash 

Charge 

account 

Install¬ 

ment 

1939 

42.0 

27.2 

9.9 

4.9 

65 

23 

12 

1940 

46.4 

29.9 

10.7 

5.8 

64 

23 

13 

1941 

55.6 

36.4 

12.4 

6.8 

66 

22 

12 

1942 

57.8 

42.7 

12.3 

2.8 

74 

21 

5 

1943 

63.3 

48.5 

12.4 

2.4 

77 

19 

4 

1944 

69.5 

54.4 

12.8 

2.3 

78 

19 

3 

1945 

74.6 

58.3 


2.3 

78 

19 

3 


* Retail Credit Survey, Federal Reserve Board, 1943, p. 1; and June, 1940. 

Aside from offering a convenience to the customer who does not 
wish to pay cash or to the one whose receipt of income does not coincide 
with his desire to purchase, the merchant is forced by competition to 
offer credit on open account as part of his selling service. Exceptions 
to this practice are found only in those cases where cash payment is a 
prevailing characteristic of the trade, as in “cash-and-carry” stores. 

About one-half of all retail stores in 1939 sold entirely for cash. In 
the cash-credit stores doing 64.5 per cent of the total retail business, 
47 per cent was for cash, 53 per cent on credit. Two-thirds of all 
credit business in 1939 was on open account. Trades that did more 
than half of their business on credit in that year included furniture and 
household appliances, dairy products, milk, fur, radios, motor vehicles, 
motor accessories, tires and batteries, lumber and building materials, 

1 Rolf Nugent, Consumer Credit and Economic Stability (New York: Russell 
Sage Foundation, 1939). 
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farm implements, hardware, tractors, fuel, ice, fuel oil, jewelry, books, 
and office and school supplies and equipment. 1 

From 1929 through 1941 a nearly constant ratio of one-third credit 
to two-thirds cash prevailed in retail sales. Approximately two-thirds 
of the credit sales were on open account and one-third of them were 
installment sales, from 1935 through 1941. These relationships were 


TABLE 14.—SALES BY TYPE OF TRANSACTION AND 
BY KIND OF BUSINESS* 


Kind of business 

Number of 
stores 

Percentage of total 
sales, 1943 

reporting 

Cash 

Charge 

account 

Install¬ 

ment 

Department stores. 

574 

61 

34 

5 

Men’s clothing stores. 

202 

58 

41 

1 

Women's specialty stores. 

191 

48 

50 

2 

Men’s and women’s apparel. 

116 

54 

42 

4 

Shoe stores. 

93 

74 

26 f 

16 


Furniture stores. 

637 

20 

64 

Household appliance. 

332 

37 

35 

28 

Jewelry stores. 

187 

46 

24 

30 

Lumber and building material. 

571 

15 

84 

1 

Heating and plumbing. 

78 

16 

82 

2 

Hardware stores. 

283 

49 

49 

2 

Automobile dealers. 

318 

47 

31 

22 

Auto tire and accessory. 

618 

40 

51 

9 

Coal, fuel oil, and wood. 

852 

36 

64 

t 

Grocery stores. 

252 

61 

39 f 

85 f 

Milk dealers. 

151 

15 





* Retail Credit Survey, Federal Reserve Board, 1943, p. 3. 
t Inoludes a negligable amount of installment business. 
t Less than 0.5 of 1 per cent. 


altered, as Table 13 shows, by Regulation W, issued by the Federal 
Reserve Board in September, 1941. This regulation applied mainly 
to installment credit, but was later extended to include charge ac¬ 
counts. 2 This restriction, plus the great increase in the amount of 

x Census of Business: Retail Trade , 1939, Vol. I (Washington, D. C.: Government 
Printing Office, 1939). 

2 Regulation W increased the down payment on installment purchases to one- 
third and shortened the period within which payment should be completed. By 
amendment of May 6, 1942, new credit sales of “listed” articles to persons whose 
previous charge-account purchases had remained unpaid after the tenth day of the 
second calendar month following purchase, were prohibited unless the amount in 
default was converted into an installment contract. 
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money in circulation and the withdrawal of many consumer durable 
goods from the market, explains the increase in cash purchases and the 
decline in the use of credit. 

Installment selling. This type of consumer credit is, in a very special 
sense, the use of credit by the consumer in such a way as “to enjoy his 
money income before earning it or otherwise receiving it.” Auto¬ 
mobiles, furniture, household appliances, jewelry, and radios are the 
types of merchandise most frequently bought on installments; these 
are referred to as consumed durable goods. 

Purchase of such goods requires a relatively large money outlay. It 
is not surprising, therefore, that installment buying is most prevalent 

TABLE 15.—INSTALLMENT SALES’" 


Year 

Installment 

sales 

(in billions of dollars) 

Percentage of 
total retail sales 

1935 

3.6 

11.0 

1930 

4.5 

11.8 

1937 

4.9 

11.7 

1938 

3.6 

9.3 

1939 

4.9 

12.0 

1940 

5.8 

13.0 

1941 

6.8 

12.0 

1942 

2.8 

5.0 

1943 

► 2.4 

4.0 

1944 

2.3 

3.0 

1945 

2.3 

3.0 


* Data for 1935-1938 are from Retail Credit Survey, Bureau of Foreign and Domestic Commerce, 
1939. For 1939-1944, data are from Retail Credit Survey, Board of Governors of the Federal Reserve 
System, 1945. For a more complete statistical analysis of installment sales, see Duncan MacHolthau- 
sen, "Monthly Estimates of Short-Term Consumer Debt, 1929-1942," Survey of Current Business, 
November, 1942. 


among medium- and low-income groups; 70 to 80 per cent of such 
purchases are made by families with incomes under $3,000. 1 This 
type of selling, which was formerly looked upon as not quite reputable, 
has assumed large proportions, as is evidenced by Table 15. 

The expansion in installment sales from 1935 to 1941 must be 
associated with the greatly increased production of consumers' durable 
goods, especially automobiles, during this period, and the increased 

1 Wilbur C. Plummer, and Ralph A. Young, Sales Finance Companies and 
Their Credit Practices (New York: National Bureau of Economic Research, 1940). 
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importance of these goods in the consumer’s budget. Merchants 
encouraged this trend toward installment buying by offering more 
liberal terms in the form of smaller down payments, smaller carrying 
charges, and a longer time to pay. These more liberal terms of pay¬ 
ment were extended to “soft goods” by merchants who were eager to 
expand sales, and credit was given to many whose credit rating did not 
entitle them to such treatment. 1 

The sharp contraction of installment credit in 1942 is accounted for 
by the curtailment of production of automobiles, household appliances, 
and radios, earj,y in 1942, and by the enforcement of Regulation W by 
the Federal Reserve Board. 

Various theories of installment selling have been proposed. 2 

Unless an individual decides to forego entirely the consumption of [high- 
priced] durable commodities, two possibilities are open to him: he may reduce 
his consumption of ephemeral commodities and save until he has accumulated 
enough money to buy durable commodities; or he may continue his purchases 
of ephemeral commodities at almost the usual rate and buy durable com¬ 
modities at the same time by promising to pay for them at a later date. If he 
decides to borrow, he will have to reduce his consumption of ephemeral com¬ 
modities each income period by a sum which enables him to set aside an amount 
sufficient to extinguish the debt at its maturity, including interest. 3 

The installment method of fractional purchase makes it possible for 
consumers to buy high-priced durable commodities and to pay for 
them while they are being consumed. There seems to be no good 
foundation to support the view that, over a period of time, installment 
credit results in an increase in total production in the whole economy. 
The use of installment credit in particular industries will shift demand 
to those industries and away from other goods. Much greater produc¬ 
tion might result if the money savings of consumers were diverted 
instead to productive investment. 

Much attention has been given to the relation of consumer credit 
to the business cycle. 4 Because demand can be shifted through credit 
to durable consumers’ goods, this type of credit has an important role 
in initiating recovery. Consumer credit hastens, but does not aug- 

1 Carl V. Schmalz, “Where Is Installment Selling Headed?” Harvard Business 
Review , Autumn, 1938. 

2 For a searching analysis of these theories see Wallace P. Mors: “Consumer- 
Credit Theories,” Journal of Business of the University of Chicago , Part 2, April, 1944. 

3 Ibid., p. 20. 

4 Rolf Nugent, “Consumer Debt and the Business Cycle,” in Financing the 
Consumer , edited by John H. Cover, Studies in Business Administration, Vol. VII, 
No. 4 (Chicago: University of Chicago Press, 1937). 
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ment, production in the upswing. The same may be said of its effect 
on production in the downswing, as consumers contract their borrow¬ 
ings and use current income to pay off existing debt. 1 

The cost of installment credit has been a subject of considerable 
controversy, in the main, because “legal standards for computing rates 
have not been established, and consumers have been left to grope 
their way through the confusion of installment terms.” 2 Three 
reforms are desirable: (1) uniform and clear rate statement; (2) 
truthful advertising; (3) standardization, through legislation, of con¬ 
tract forms. 3 

Other uses of credit in marketing . At least two other important uses 
of credit in marketing need to be mentioned, but detailed discussion of 
them will be deferred to a later point (see pages 389 and 597). The first 
is the financing of speculative trading in commodities by means of 
margins deposited by the speculator with his broker. This system 
prevails also in the purchase and sale of securities. The second use 
also applies in the commodity markets, where commodity loans, made 
by an agency of the Federal government, have been used with the 
intent of stabilizing prices of certain agricultural commodities. Their 
use will be discussed in connection with the marketing of these 
products. 


' QUESTIONS 

1. What is meant by “standardization” and how may a standard be expressed? 

2. What is meant by “grading” and how is grading related to standardization? 

3. Define and give examples of simplification. How does simplification differ 
from standardization? 

4. “Standardization and grading provide the ethical basis for marketing trans¬ 
actions.” Explain. 

5. Is price a good index of the quality of a good? 

6. "What economies in physical handling are achieved through standardization 
and grading? 

7. How may grading and standardization affect methods of sale? What are the 
resulting economies? 

8. Grading is an integral part of the price structure. Explain. 

9. What is the relation of grading to the size of the trading margin? 

10. How do standardization and grading aid in the financing of distribution? 

11. What is the difference between a fixed and a variable grading system? 

1 Mors, op. cit. , p. 65. 

3 For an interesting comparison of installment credit costs, see Le Baron R. 
Foster, “Installment Credit Costs,” Journal of Business of the University of Chicago , 
January, 1935, pp. 27-45. 

8 Mors, op. cit., p. 29. 
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12. To what extent is the use of a brand the application of the principle of stand¬ 
ardization? 

13. Discuss the problem of grade labeling to the consumer in relation to stand¬ 
ardization and grading. 

14. Is there any difference in principle between selling on a basis of grade to the 
consumer and buying on specification in the wholesale market? 

15. What limitations are imposed by the nature of the product on the use of 
standardization in the consumers’ goods market? 

16. Name two major reasons for the use of credit in maintaining the modern 
system of production. 

17. What kinds of financing operations are incidental to adjusting the supply of 
goods to future cUuaand? 

18. Credit is a competitive device in marketing strategy. Explain. 

19. Give an example to show how the banking and credit machinery operates to 
facilitate the movement of a staple agricultural commodity from the country to the 
terminal market. 

20. Give further examples of financing of marketing movements by middlemen, 
selling agents, and marketing associations. 

21. In what different ways may loans be obtained on goods stored in public ware¬ 
houses? 

22. What benefits accrue to the manufacturer, the agricultural producer, and the 
merchant from the use of warehouse loans? 

23. How does field warehousing aid in the financing of distribution? 

24. How does the financing function operate to promote sales? 

25. What different methods of credit extension are used in promoting sales? 

26. Describe the method of consignment selling and tell why this method is used. 

27. What is a factor? How does he operate to promote the distribution of the 
product? 

28. What is the purpose of consumer credit? 

29. Distinguish two kinds of consumer credit. 

30. How extensive is the use of credit in the wholesale market? In the retail 
market? 

31. For what classes of goods is installment credit important? 

32. Discuss the economy to the consumer of the use of installment credit. 

REFERENCES 

Agnew, P. G., “Legal Aspects of Standardization and Simplification,” Industrial 
Standardization (New York: American Standards Association, 1929). 

American Management Association, Problems under Informative Labeling , (New 
York: American Management Association, 1939). 

Brady, R. A., “Legal Aspects of Standardization and Simplification,” Industrial 
Standardization (New York: American Standards Association, 1929). 

Coles, J. V., Standardization of Consumers* Goods — As an Aid to Buying (New York: 
The Ronald Press Company, 1932). 

-—, and H. E. Erdman, “Some Aspects of the Arguments against Grade Label¬ 
ing,” Journal of Marketing , January, 1945, pp. 256-261. 



STANDARDIZATION AND GRADING; FINANCING 85 

Duddy, E. A., “Financing the Wholesale Distribution of Fruits and Vegetables,” 
Journal of Business of the University of Chicago , October, 1938, pp. 376-394, and 
January, 1939, pp. 88-106. 

Federal Trade Commission, The Grain Trade, Vol. Ill (Washington, D. C.: Govern¬ 
ment Printing Office, 1922), Chap. VII. 

Foster, Le Baron R., “Installment Credit Costs,” Journal of Business of the 
University of Chicago , January, 1935, pp. 27-45. 

Hardy, C. O., ed., Consumer Credit and Its Uses (New York: Prentice-Hall, Inc., 
1938). 

Jacoby, N. H., and R. J. Saulnier, Accounts Receivable Financing (New York: 
National Bureau of Economic Research, 1943). 

- , Financing Inventory on Field Warehouse Receipts (New York: National 

Bureau of Economic Research, 1944). 

Mors, W. P., Consumer Credit Theories , Studies in Business Administration, Journal 
of Business of the University of Chicago , Vol. XIV, No. 2 (Chicago: University of 
Chicago Press, April, 1944). 

National Canners Association, “Canned Food Labels That Meet Consumers > Needs” 
(Washington, D. C.: National Canners Association). 

Nugent, Rolf, “Consumer Debt and the Business Cycle,” in Financing the Con¬ 
sumer , Studies in Business Administration, Vol. VII, No. 4, (Chicago: University 
of Chicago Press, October, 1937). 

- , Consumer Credit and Economic Stability (New York: Russell Sage Founda¬ 
tion, 1939). 

Plummer, W. C., and R. A. Young, Sales Finance Companies and Their Credit 
Practices (New York: National Bureau of Economic Research, 1940). 

Schmalz, Carl V., “Where Is Installment Selling Headed?” Harvard Business 
Review , Autumn, 1938. 

Seligman, E. R. A., The Economics of Installment Selling (New York: Harper & 
Brothers, 1927). 

W r Eiss, E. B., and C. B. Larrabee, How to Sell through Wholesalers (New York: 
Harper & Brothers, 1937), Chap. VII. 



CHAPTER V 


MARKETING FUNCTIONS: COMMUNICATION 
AND RISK 

Meaning of Communication 

Communication, like transportation and finance, is a general func¬ 
tion of economic organization, but its importance for marketing 
justifies its inclusion in any list of marketing functions. In its appli-’ 
cation to business organization, communication is at once an inte¬ 
grating force and an instrument of control. Through the system of 
orders and reports the manager exercises control over the internal 
operations of the business, and through a variety of forms of com¬ 
munication the business is brought into contact with sources of labor 
and materials, with the buyers of its product, with other business 
units, and, through its public relations, with society . 1 

The function of communication in marketing should not be viewed 
too narrowly merely as market information; as we shall see, com¬ 
munication is pervasive in the marketing process and, at some points, 
is a positive force determining the action of buyers and sellers. In its 
aspects of research and advertising, communication is necessary to 
the buying and selling functions. The student will recognize in com¬ 
munication the companion function of transportation in determining 
the extent and size of market areas. The terminology of standardiza¬ 
tion and grading is but one of the many forms of marketing com¬ 
munication. We shall see, also, that communication has a definite 
relation to market risk. 

Relation of Communication to Buying and Selling 

Marketing research. Basic to intelligent action in either buying or 
selling is the gathering of relevant information and the analysis of it, 
preliminary to the adoption of buying and selling policies. As de¬ 
fined by one writer on the subject, “Market research is concerned with 
getting the best possible answers to certain major questions of business: 
namely, what to produce or handle, when and how much to produce, 

1 E. A. Duddy and M. J. Fkeeman, Written Communication in Business (New 
York: American Book Company, Inc., 1936), Chap. I. 
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where to place the product over the market, where to direct sales 
effort, and what price to charge.” 1 

Studies of consumer reaction to market prices, analysis of demand 
factors, the effects of advertising, estimating market potentials, and 
making forecasts of sales are some of the many problems with which 
market research is concerned. Most large businesses now engage in 
some form of market research in a department of the business organ¬ 
ized for that purpose. 

Trade associations gather much information that is useful in a 
study of the market. Many private research agencies are available 
on a consulting basis. Publishers of trade papers maintain valuable 
information services. Many universities maintain bureaus of business 
research; the Bureau of Foreign and Domestic Commerce and the 
Bureau of Agricultural Economics of the Federal government make 
important contributions to market research. One commercial re¬ 
search agency 2 specializes in making bimonthly checks on consumer 
sales of branded and packaged foods, drugs, and liquor in more than 
6,000 independent and chain retail stores, the purpose being to give 
manufacturers information on the sales of these products regionally 
and seasonally. Numerous other examples might be given of the 
way in which communication operates to provide basic information 
from which the buying and selling policies of the business may be 
formed. Communication in its aspect of research is basic to any 
science of marketing. 

Advertising . “Advertising is the communication of ideas about the 
goods to possible purchasers by means of written or printed symbols.” 3 
Thus advertising is identified with the selling function and is, in fact, 
sale by description. As Shaw further points out, advertising may be 
used either as a substitute for middlemen and salesmen or as a supple¬ 
ment to their efforts. This is not the place for a detailed discussion 
of the uses of advertising, but it must be emphasized that advertising 
is, in essence, “the communication of ideas about goods.” Thus 
communication becomes a positive force in selling. 

As is elsewhere recognized, advertising is not simply conveying 
information to potential buyers; there is involved in its use a technique 
of persuasion, which is designed to create a preference in the buyer 

1 D. M. Phelps, Marketing Research , Michigan Business Studies, Vol. VIII, No. 2 
(Ann Arbor: University of Michigan, School of Business Administration). 

2 The A. C. Nielsen Company of Chicago. 

8 A. W. Shaw, An Approach to Business Problems (Cambridge, Mass.: Harvard 
University Press, 1916), p. 199. 
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for a particular brand or style of product. This is the strategy of 
advertising and it is of considerable importance in the competitive 
struggle for patronage. Communication, in this sense, becomes for 
the business manager a means of controlling the consumer's choice 
of goods in the market. Perhaps one should say influencing rather 
than controlling, since advertising of itself cannot determine the 
buyer's decision if other conditions in the market are not favorable. 

The significance of the substitution of advertising for the salesman's 
call or for over-the-counter selling should be noted. Consider first 
the development of mass marketing of goods through retail stores 
on a national basis. It is extremely doubtful whether such a technique 
could have been developed without the aids of printed and oral ad¬ 
vertising, circulating pver the radio and through published mediums 
that have national circulation. This constant communication of 
ideas about goods on a national basis has formed and largely standard¬ 
ized the taste of vast numbers of American consumers. Upon the 
existence of this mass market, new techniques of production and 
pricing have been built and new types of retail distribution have been 
developed. 

A claim may be made that communication, as advertising, has 
facilitated the introduction and acceptance of a new product on the 
market. Through published mediums, by printed word and the use 
of illustration, the prospective buyer may be educated in the uses of 
the good, its appearance, its superiority to products already in use, 
weeks before the new product is available for inspection. The message 
is carried simultaneously to millions of readers at a cost that is trifling 
when it is compared with what the cost in human effort would be to 
do the same job by word of mouth in the retail store. 

Most significant is the complete substitution of the printed word 
for the salesman in mail-order selling through catalogues. Com¬ 
munication at this point again manifests its power as a creative force 
in marketing, giving rise to a new and important technique of mer¬ 
chandising. Of course, as we shall see later, communication is not 
the sole explanation of the success of mail-order selling, the confidence 
of the customer in the integrity of the seller having much to do with 
this method of marketing. 

Consumer advisory services . The uses of communication as thus 
far described have been mainly in the interest of the seller. Within 
the last 15 years there have developed, in connection with the so-called 
“consumer movement," a number of advisory services directed toward 
making the consumer a more intelligent buyer. (For further dis- 
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cussion of the consumer movement, see pages 137 to 144.) Some of 
these services are conducted as an adjunct of such magazines as Good 
Housekeeping , which profess to protect the readers of their advertising 
columns against deception by testing the claims made for the product 
by the advertiser. A recognizable seal of approval is given to those 
products which successfully pass such a test. The American Medical 
Association uses a somewhat similar method for approving foods 
and drugs, its symbol being widely known through its appearance in 
published advertising. 

In somewhat more positive fashion, Consumers’ Research and Con- 
sumers , Union seek to protect the interest of the consumer buyer by 
selling an advisory service. Competing products are tested and 
rated according to quality and price, and the subscriber to the service 
is definitely advised which brand to buy to get the most for his money. 
Thus the buyer, with the benefit of these objective ratings of the 
product, is in a position to evaluate the claims made for rival brands 
in published advertising. In the Consumers ’ Guide the U. S. De¬ 
partment of Agriculture advises consumers, in somewhat general 
terms, with respect to the purchase of food and clothing. 

Relation of Communication to Price Determination 

Market news. From an economic point of view, the central problem 
of marketing is the determining of prices on the basis of which exchange 
takes place. Unless they are fixed through monopoly control, prices 
may be said to be determined by supply and demand. But what is 
supply and what is demand ? A moment’s reflection reveals that, 
under practical operating conditions, supply and demand of a particu¬ 
lar product are the estimates of buyers and sellers, based upon the 
best obtainable information, of the amount of product which may be 
presently offered for sale in the market or which buyers may be able 
and willing to take. The accuracy of the resulting value estimates 
is directly dependent upon the amount and accuracy of supply-and- 
demand information and the ability of the traders properly to evaluate 
the facts and rumors that come to their attention. 

Trade papers. The organization of market news varies from one 
kind of industry to another, being most effective in the staple com¬ 
modity markets where a standard grading system prevails and trading 
is organized under the rules of an exchange. For news affecting 
prices of the general run of manufactured consumers’ goods, buyers 
and sellers in the wholesale markets must rely chiefly on trade papers. 
In the United States there are over 2,000 such papers, many, of them 
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with high reputation for the accuracy of the information they contain. 
Such papers carry reports on current market demand for merchandise 
and analyze market conditions on a regional basis and by product 
lines. In them raw material and labor supply as they affect manu¬ 
facturing costs are given attention, as are freight-rate changes, style 
changes, inventories, tariffs, government regulation, taxing policies, 
and general business conditions, especially as these affect the pur¬ 
chasing power of consumers. Such papers typically do not quote 
prices at which sales are made, but they may report the condition of 
the market s*te“strong” or “weak” and may quote price ranges. 

Also serving the markets for manufactured goods are such govern¬ 
ment publications as the Survey of Current Business issued by the 
U. S. Department ofjCommerce; the Federal Reserve Bulletin , issued 
by the Federal Reserve Board; bulletins published by the different 
regional banks in the Federal Reserve System; and reports of the 
consular service of the U. S. Department of State. 

The trade association . Somewhat more consciously organized to 
guide the process of price formation are the communication activities 
of the trade association. The extent to which the trade association 
may go in serving its members without running afoul of the Sherman 
Antitrust Act has been the subject of much legal controversy. 

The trading exchange. The function of communication as it aids 
in the process of price determination is seen more clearly in the opera¬ 
tions of the trading exchange, where trading is public and there is 
little opportunity for concerted action to control prices. The problem 
of keeping prices of agricultural commodities in line with changes in 
supply and demand factors is complicated by the effect that un¬ 
predictable weather conditions may have upon growing crops; the 
hazard of damage from insect pests or fungus diseases; and, in the 
short run, difficulties of transport from growing regions to central 
markets. On the demand side, the condition of crops in importing 
countries, their tariff policies, the availability of transport, general 
business conditions affecting consumer income—these and many 
other price-determining factors create the necessity for a high degree 
of organization of market news. 

The case of the grain market, with particular reference to the 
Chicago Board of Trade, may be taken to illustrate the way in which 
market news is organized to facilitate the determination of prices both 
in the “cash” and the future trading market. An enumeration of the 
different kinds of information that is of significance to traders in¬ 
cludes reports on weather conditions in all the principal grain-producing 
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countries; crop reports from the various countries, including informa¬ 
tion on plantings and intentions to plant; reports on the condition of 
growing crops and on plant diseases and insect pests; estimates of 
production based on the condition of the growing crop; and reports 
on actual production. Reports on the commercial movement of 
grain are important, covering such matters as grain shipments from 
principal markets and for export, grain receipts at principal markets, 
stocks in storage and in transit in freight yards or on ocean passage, 
sales for export, and demand conditions in the domestic and foreign 
markets. Market reviews of current activity in particular markets; 
interpretations of market news, even gossip and rumor; reports on 
general business conditions; and price quotations in the different 
markets—all these have a part in influencing opinions of buyers 
and sellers with respect to prices. 

The agency organization for collecting and disseminating the 
market news of the grain trade is equally interesting and complex. 
The large grain-commission firm, with branch offices in several markets 
and a leased wire service, known to the trade as a “private-wire 
house,” uses its wires not only to handle orders but to relay market 
news to its clients who are trading in futures and to country grain 
shippers from whom it is soliciting consignments. Private crop 
reporters are employed to forecast the amount of production of grow¬ 
ing crops well in advance of harvest and before government crop 
reports are available. These reports provide a basis for future prices, 
in terms of which most trading takes place. The commission firm 
also issues a market letter to its customers, in which it summarizes 
important news and often attempts some interpretation of the facts. 

Commercial telegraph companies carry news dispatches which, in 
turn, find their way into metropolitan newspapers and papers pub¬ 
lished in the grain-producing regions. The Western Union and the 
Postal Telegraph Company also operate under lease from the Board of 
Trade, to disseminate the price quotations that originate on the trading 
floor. The quotations, which are also broadcast on the radio, go to all 
the principal markets of the world and flow back to the local shipping- 
point markets, to furnish the basis for purchase of grain from farmers. 

Various specialized commercial news-gathering and news-dis¬ 
seminating agencies also have a part in the process. Some of these, 
like Russell's Commercial News in New York and BroomhalTs in 
Liverpool, specialize in reporting international grain movements and 
market conditions. BroomhalVs International Wheat Review reports 
activity in the Liverpool market, weather and crop conditions in ail 
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the principal grain-growing countries, world shipments and grain 
afloat, and the European demand. 

Other services, such as the Daily Trade Bulletin of Chicago serve 
mainly the members of the Board of Trade and their clients. Then 
there are the trade papers, which carry comprehensive summaries 
and price quotations but which are little used as a source of spot 
news by the trader. Besides, one finds various “tipster services” 
that give advice on the market to clients who subscribe for these 
services and use them as a guide in buying and selling. 1 

Finally thqjg is the reporting service of the U. S. Department of 
Agriculture. The work of the department consists in gathering 
information through its crop-reporting service and then disseminating 
factual and interpretative reports based on this information, through 
its market news service, by leased wire and radio. Forecasts of crop 
production are the most important contribution of this service. The 
market news service of the U. S. Department of Agriculture gathers 
price quotations in the principal commodity markets and compiles 
market reports, which it issues daily—in some markets, oftener than 
once a day. Information on market receipts and shipments, storage 
movements, stocks on farms, arid cars on track in terminal markets 
is released in bulletin form and also reported, along with prices, on 
the radio. Much of the information that is gathered by the reporters 
of the government services is picked up and relayed by the private 
reporting agencies. 

It is unnecessary to explore in detail the organization of the various 
market news services of other commodity markets 2 in order to demon¬ 
strate the thesis that communication plays a vital role in price de¬ 
termination. It should be emphasized, however, that the interpreta¬ 
tion placed upon the facts by the trader, rather than the facts them¬ 
selves, is what has significance in the price-making process. Moreover, 
this process of interpretation goes beyond the facts to include a dis¬ 
counting of the effect that market news will have upon the action 
of other traders. News that is biased or vague may complicate rather 
than simplify the trader's task of interpretation. It is likewise clear 
that information that affects the price-making process has a definite 
relation to risk, and something must be said of this aspect of market 
news in the section on that subject. 

1 For a complete discussion of market news in the grain trade see A. J. Weaver, 
“The Market News of the Grain Trade ,, ) unpublished doctor’s thesis, University of 
Chicago, 1927. 

2 Austin A. Dowell and Knute Bjorka, Livestock Marketing (New York: 
McGraw-Hill Book Company, Inc., 1941), Chap. XV. 
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Communication as an Organizing Force 

Just as communication is used by the manager to control the 
activities of a single business, so communication proves to be a power¬ 
ful instrument for organizing business units in a trade or an industry 
into a closely cooperating group. The purpose for which the trade 
association is organized may well be described as the exchange of 
information among its members. While the scope of association 
activity may include problems of production, industrial relations, 
and government control, a very large part of the activity of these 
trade organizations has to do with the problem of marketing. Through 
conference and committee action, and by means of the clearing of 
information through the secretary's office, a considerable degree of 
cooperation can be had for dealing with marketing problems. 

No attempt will be made to exhaust the list of problems with which 
such organizations deal, but reference is made to enough of these to 
illustrate how communication functions in their solution. Members 
of an association producing industrial goods may get together to set 
quality standards by means of which competition may be made more 
equitable. These standards, once set, constitute in themselves a 
form of communication. It is inconceivable that agreement could 
be reached without much intercommunication, or that the standards 
could be brought into general use without the circulation of much 
educational literature. 

The business of organizing competition seems to be at the bottom 
of most associational effort. Thus the kinds of information gathered 
in the secretary's office and the bulletins that issue therefrom are 
directed to that end. To assist members (manufacturers) to adjust 
their production to the total market, reports are received on the 
amount of productive capacity, the amount of current production, 
and inventories of finished goods. Individual members report orders 
received, shipments, and cancellations of orders. These individual 
reports are consolidated into bulletins, which are then distributed to 
members, to give them a view of the over-all condition of the industry. 

Over against this type of information affecting supply, the asso¬ 
ciation secretary gathers data of market demand. Equipped with 
these two sets of figures, the managers of individual units are in a 
much better position to plan their production operations so as to 
maintain or improve their standing in the industry. 

With a view to educating members of the industry on the subject 
of costs, so as to avoid “cutthroat competition," the association may 
promote the adoption of a uniform cost-accounting system. Indi- 
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vidual members may file their cost figures with the secretary, who 
in turn may publish a consolidated report showing average unit costs 
or a range of high and low costs. When these reports are distributed 
to members, each one is in a position to determine how far his costs 
are out of line with the average. Incentive is thus given to the high- 
cost producer to bring his costs down. 

The law prohibits any concerted action by members of trade asso¬ 
ciations to agree on selling prices or to exchange information on selling 
prices in such a way as to facilitate uniform pricing by competitors. 
The law doej^ however, permit the adoption of pricing methods or 
formulas, which each member may independently apply. The 
secretary may also report prices of raw materials and supplies, as 
well as the current trgnd of prices for the products of the industry. 
Finally, members through their association may set up codes of 
“fair trade practice” to which they voluntarily subscribe. These 
codes are cleared with the Federal Trade Commission, in order to 
avoid the adoption of practices that might be construed as an illegal 
restraint of trade. 

In these various ways communication, in the form of conferences, 
standards, uniform accounting records, reports, bulletins, and codes, 
operates as an organizing force in the industry and makes for a more 
equitable type of competition. The trade paper functions in a less 
formal fashion to accomplish the same purpose. What is true of the 
trade association is even more true of the closely organized trading 
exchange. This latter organization operates under uniform rules, 
which govern the trading practices of the members. The principle 
of standardization is present to a much greater extent in this situation 
and extends not only to the commodity in terms of grades, but applies 
likewise to the terms of contracts. 

Attention has already been drawn to the part that communication 
plays in the price-making function of the trading exchange. The 
extent to which communication helps to organize the system of prices 
of important commodities is little understood, but consideration of 
this aspect of the subject is left to be taken up at a later point (see 
pages 99 to 101). 

Meaning and Types of Risk 

Meaning . “Risk may be defined as uncertainty in regard to cost, 
loss, or damage.” 1 Risk is a general function of all business activity, 

1 C. O. Hardy, Risk and Risk Bearing (Chicago: University of Chicago Press, 
1932), p. 1. 
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since it pervades every part of the business enterprise. As we shall 
see, risk is inherent in practically all marketing transactions. To the 
extent that losses can be calculated in advance they may be written 
down as a cost of doing business. Uncertain losses must be dealt 
with in a variety of ways. 

Uncertainty proceeds in the main from the phenomenon of change 
and from the absence of information sufficiently accurate to predict 
the course of change as it may affect the operations of a particular 
business. To be specific, one may trace the causes of marketing risks 
to (1) uncertainty with respect to natural factors, (2) imperfect 
organization of transportation and communication, (3) inability to 
forecast the happening of future events, and, closely analogous to 
the latter, (4) inability to predict the course of human behavior. 

Risks traceable to natural causes . Foremost in this category of 
causes of risk is weather, the unpredictable changes of which are a 
potent factor in all wholesale markets for agricultural products. 
Weather is a determining factor in the marketing of wearing apparel, 
especially style goods, the sale of which is controlled by seasonal 
changes. The sale of travel and recreational services, together with 
all their accessory facilities, is vitally affected by weather conditions. 

Earthquakes and floods are other manifestations of natural causes 
of risk that may affect distribution. Deterioration of product from 
natural causes while in transit or in storage, in the course of movement 
through wholesale and retail markets, is an important cause of loss 
that cannot be predicted with certainty. Deterioration is particularly 
applicable to highly perishable commodities, such as fresh fruits and 
vegetables, fresh meat, fluid milk. 

Time risks . Since the great bulk of business operations must be 
carried on in anticipation of a future market, the chance of loss 
traceable to changes through time in the economic factors controlling 
business profit is very great. The roundabout process of production 
in manufacture heightens this time risk. The farmer must put seed 
into the ground months before he has any knowledge of what he may 
receive for his crop. The manufacturer and the merchant dealing in 
seasonal goods must make commitments well in advance of final 
consumer demand. 

The risk that everyone in the market who takes title to goods must 
bear is the risk of price change. In sensitive commodity markets, 
prices change many times in a single trading session, in response to 
changes in supply and demand conditions. The longer the period 
of time elapsing between taking title and disposing of the goods, the 
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greater is the risk of loss that is due to price change. Thus the 
storage of seasonally produced goods carries a large risk. The same 
is true for goods which move through a lengthy production process or 
which have a slow turnover. How price will behave under the stress 
of economic pressures is impossible to predict. Thus all business is 
invested with risk of loss from this source. 

Each market has its own peculiar supply and demand conditions 
affecting price changes. There are occasions, however, when the 
course of prices in the market generally is moved through a cycle, 
starting from 4 fcpoint where prices are low and, after it has moved to 
a peak, declining again to a trough. This is the so-called “business 
cycle” about which so much has been written. This change in the 
level of prices, which x$ay continue through a period of from 7 to 11 
years, but which may have even shorter duration, imposes an extra 
hazard on the businessman, in addition to the short-run changes in 
price that are his normal expectation. The risks of the business cycle 
for those engaged in marketing operations are especially critical at or 
near the major turning points, which cannot be predicted with any 
accuracy. 

Invention may logically be classed as a time risk affecting the 
market. Since the appearance of newly invented products cannot 
be predicted with any certainty, the time factor works against a 
product that is subject to improvement. The market for such a 
product must be quickly developed, and sales and profits must be 
realized in anticipation of the new and better device that may super¬ 
sede it. Invention of new products and improvement in existing 
models are the dynamic forces that have made fortunes for those who 
promoted change, while they have ruined others, who failed to antic¬ 
ipate or refused to accept improvement. 

The phenomenon of style in the familiar pattern of the fashion 
cycle constitutes for merchandisers of consumers’ goods a problem of 
market risk of growing importance. “Style,”, says Paul H. Nystrom, 
who has written authoritatively on the subject, 1 “is a characteristic 
or distinctive mode or method of expression, presentation, or concep¬ 
tion in the field of art.” Thus style is relatively fixed and permanent. 
“A fashion is always based on some particular style. ... A style 
does not become a fashion until it gains some popular use, and it 
remains a fashion only so long as it is so accepted.” 2 Thus the risk of 

1 Paul H. Nystrom, Economics of Fashion (New York: The Ronald Press, Com¬ 
pany, 1928), p. 3. See also Fashion Merchandising (New York: The Ronald Press, 
Company, 1928). 

* Ibid., p. 33. 
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change in fashion, while it is associated with a lapse of time, may also 
be traced to the unpredictable nature of human behavior with respect 
to the acceptance of a new fashion and the period of time during which 
it will remain popular. “The fashion cycle,” says Nystrom, “is 
simply the forward wavelike movement completed and involves no 
necessary repetition of the style.” 


x 
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Fig. 6.—The fashion cycle. 


In the figure depicting the fashion cycle, A is the point of inception, 
B the point of greatest popularity, and C the point of abandonment. 
The horizontal axis measures the time intervals, the vertical axis 
measures the number of people purchasing or using the goods. The 
solid line ABC represents consumer-purchase of the fashion, while 
the broken line AXZ represents the number of units in actual use. 
It is typical of the sale of fashion goods that, when the fashion has 
reached its peak of popularity, as indicated by X on the broken line, 
consumer buying is already on the decline. 1 

The risk for the merchandise buyer of fashion goods is that he will 
continue to replenish his stock, in ignorance of the fact that a peak 
has been reached and that the fashion is on its way out. The many 
different ways in which style may manifest itself and the increasing 
frequency with which fashions change increase the risk of loss to the 
merchandiser and to the manufacturer from this source. 

Place risks . Inability to forecast future happenings may manifest 
itself in choosing a location for a marketing service—a retail store, a 
hotel, a warehouse. Conditions as of the time when the business was 
initiated may have favored the location chosen, but subsequent events 
that could not be foreseen may make it hazardous for the business to 
continue in the same place. In the case of the retail store, this 
variation may be a shift in population or a change in the character of 
the population that the store wishes to serve. So with the hotel, a 
change in neighborhood environment or the development in another 
part of the city of a parkway or a boulevard, on which new hotels 

1 This discussion is based on “Some Notes on Fashion” in Malcolm P. McNair, 
Edmund P. Learned, Stanley F. Teele, et al. y Problems in Merchandise Distribution 
(New York: McGraw-Hill Book Company, Inc., 1942), pp. 61-62. 
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may be located, may make the original site of little value. Who 
could have predicted, a generation ago, the exodus of population from 
the residential sections of our larger cities to the suburbs, that im¬ 
provements in transportation have brought about? 

Risks of competition . While we may observe the present actions of 
a competitor in the market and take measures to meet his offers, 
there is no easy way of predicting what he may do in the future. 
Often the competitor does not know himself; he simply meets condi¬ 
tions as they arise. Competition is the normal condition of the 
market. Whartaare the factors of cost or quality of product or kind 
of service rendered that give our competitor an advantage in selling? 
If we could know these facts and the way in which he proposes to 
exploit his advantage in terms of prices, discounts, etc., we should 
be in a much better position to prepare defensive measures. 

Competition may take the form of a new type of marketing agency, 
such as a chain store that may locate one of its units alongside our 
independent unit store. Or a wholesaler may be confronted with 
direct-selling competition by manufacturers whose product he handles. 
These new developments in type of establishment, which create a 
hazard for existing types, may properly be classed as inventions. 
This type of risk is felt throughout the marketing organization. 

There is also the risk of unfair competitive practices. Such prac¬ 
tices are often most carefully concealed and their use by a competitor 
may be denied. The competitive game is difficult enough to play 
when competition is fair; it is doubly difficult when we know that the 
competitor is engaging in practices that our code will not permit us 
to use. In almost every business group there is, unfortunately, a 
minority that takes unfair advantage. 

Risks due to political causes. Quite different in character from the 
risks of competition, but related also to unpredictable human be¬ 
havior, are risks traceable to political causes. Tariff legislation and 
all laws affecting trade are of supreme importance to those engaged 
in marketing. At no time other than the present have businessmen 
been more conscious of the effects of government regulation upon 
their chance of making profit from marketing operations. Not only 
the action of legislatures in our own country, but the acts of governing 
bodies in foreign countries, as well, condition the volume and profit¬ 
ableness of trade. The unpredictable event of war is of this class of 
political risks to which business is exposed. Lobbies are maintained 
to influence legislation, but how the votes will finally be cast cannot 
safely be predicted. 
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Risks of interdependence . These are risks that grow out of the 
specialized organization of the production and distribution processes. 
Whether the retailer can get prompt delivery on his order from the 
wholesaler depends, in turn upon whether the wholesaler can get 
delivery from the manufacturer. The manufacturer is dependent 
upon sources of raw materials, labor, and supplies. Servicing manu¬ 
facturers and merchants are banks, and public utilities that furnish 
light and power. Peculiarly sensitive to shock are the services of 
transportation and communication. 

Failure of one or more of the parties in this intricate scheme of 
interdependent relationships causes much loss and damage to those 
engaged in the marketing of goods and services. Typically, the 
point of friction is outside the control of any particular distribution 
agency, and the time of occurrence is unpredictable. In a sense, 
these causes of loss are traceable to the unpredictable nature of human 
behavior, but they may also be in part a function of time and of 
natural factors. 

From this brief survey of the kinds and causes of business risk the 
student will gain appreciation of the extent to which risk pervades 
the business enterprise, especially in those aspects of management 
that have to do with the purchase and sale of goods. Since, in any 
system of free enterprise, risks must be borne, it is appropriate that 
we consider at this point the various ways of dealing with marketing 
risks. 

Ways of Dealing with Risk 

In a system of free enterprise, risks are voluntarily assumed by the 
entrepreneur in the hope of making profit. This is particularly the 
case in small businesses operated by owner-managers. Through the 
corporate form, financial risks may be shifted to investors, buyers of 
stocks and bonds. Voluntary assumption of risk is undertaken also 
by the speculator, who, in some markets, makes possible the shifting 
of price risks from the shoulders of manufacturers and merchants. 

Research . Where risks must be borne, the wise procedure is to 
reduce the area of uncertainty within which the manager must operate. 
And since uncertainty proceeds largely from ignorance or insufficient 
information, the logical procedure is to increase knowledge, through 
research, of the conditions that affect marketing operations. Herein 
one sees the close relation of communication in its aspect of market 
news to the function of risk bearing. To the extent that the service 
of communication is well organized, information of supply and demand 



100 


MARKETING 


factors becomes available to the operator in the market and he is 
better able to anticipate changes in price. Much effort has been 
expended by the Federal government in improving the service of 
weather forecasting and in disseminating weather reports. Forecasts 
of crop and livestock production are available. 

Privately organized research agencies have no other function than 
to reduce the risks to which their clients are exposed by making 
scientific studies of marketing data that will guide plans for future 
action. The chances of success of a new product, or of a new design 
of a product alieady in the market, may be forecast with some success 
before large-scale production is undertaken. Research has a broad 
scope and may include not only a study of human reactions to product 
and service, but studiqg of the physical characteristics of the product 
itself, of population movements and site locations, of the behavior of 
prices, and of general economic conditions affecting the market for a 
particular business. 

Powerful as research and communication service are in reducing 
risk, their action is not automatic. The value of information to the 
manager for purposes of risk reduction is determined by a number of 
important circumstances. First there is the question of the accuracy 
of the facts upon which conclusions must be based, and second there 
is a question of how complete the information may be. In fast- 
moving markets, also, the. matter of priority of information is often 
the deciding factor. The problem of discounting the future is changed 
if your competitor has already had opportunity to act upon the 
information before it reaches you. Finally, there is the matter of 
interpretation or judgment. In the hands of an unskillful manager, 
good information may become the basis of bad decisions. Thus 
increase of knowledge and improvement in its transmission may 
increase risk for those who are slow to avail themselves of this service 
or who are not competent to place the right interpretation upon the 
facts for their particular purposes. 

One or two special forms of organization to reduce risk through an 
exchange of information may be cited. The mercantile agency of 
Dun and Bradstreet collects credit information from a wide range of 
businesses. This it makes available to subscribers through the 
medium of a statement giving essential facts about a particular busi¬ 
ness whose credit is in question. Thus, through this agency many 
business firms cooperate to reduce their individual risks in granting 
credit. 

A like example is that of the local credit interchange bureau, by 



COMMUNICATION AND RISK 


101 


means of which retail merchants protect each other from the abuse 
of the credit privilege by their customers. Information regarding 
the customer’s credit standing with each subscribing retailer is pooled 
with the manager of the bureau. Upon application by any member 
of the bureau, a consolidated report of the customer’s credit condition 
is made available. As has been made clear already, the trade asso¬ 
ciation is an effective medium for the exchange of information that 
majr reduce the risks of competition for the individual member. To 
the extent that cooperation of this sort is effective, risk may be in¬ 
creased for those outside the association. 

Combination of risks. This principle of reducing risk to a statistical 
basis of prediction by the pooling of many risks is best illustrated in 
the business of insurance. Opportunity for making use of this 
principle in ordinary mercantile business is limited. Integrated 
types of marketing organization make use of this principle in a some¬ 
what different way, since they attempt to reduce the risks of a single 
unit or a single functional type of enterprise by assuming the addi¬ 
tional risks that are attendant upon enlarging the number of units or 
increasing the functional scope of the business. Perhaps in the 
multi-unit type, as illustrated by the corporate retail chain, we have 
an example of the reduction of place risk, which is so often a cause of 
failure for the single unit business. The unpredictable changes that 
may affect the profitability of some locations are more than offset by 
normal profits or favorable developments in other locations. Thus 
many risks are better than one, since they tend to offset each other. 

The same principle applies in all those business types which inte¬ 
grate wholesale and retail functions under a single control, such as 
the chain store, the large department store, and the mail-order house. 
In all these cases the risks of competition and of interdependence are 
reduced by assumption of the function and risks of wholesaling in 
addition to the function and risks of retailing. By this means, costs 
per unit of product sold are reduced and a price advantage is obtained 
over businesses of the single-functional type. 

For the large-scale retailer the problem of supply is critical, since 
goods must be obtained not only in sufficient volume but at prices 
that will permit their resale on a low-price competitive market. The 
risk of assuming a warehousing operation, along with direct purchase 
from manufacturers, seems less than the risk of inadequate and 
relatively high-priced supply received through wholesalers. 

Consumers who organize on a cooperative basis to go into retailing 
and often into wholesaling are assuming rather large business risks, 
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in the expectation that these risks will be less than their risk, as 
consumers, of being overcharged. The guarantee of patronage that 
such stores enjoy gives them distinct advantages in competition over 
other stores, which must incur the expense of advertising. To the 
extent that cooperation is substituted for individual action as a work¬ 
ing principle of organization, the risks attributable to competition are 
reduced, but the risks of interdependence increase. The cooperative 
type of organization is essentially one of mutual aid, depending for 
its success upon the loyalty of its membership. 

Shifting risk4* others. A third way of dealing with risk is to shift 
it to those who are best able to bear it. In all cases where the prob¬ 
ability of the happening of a future event may be calculated from 
existing data, the principle of insurance may be involved. Most of 
the risks traceable to natural causes are of this character. Even in 
those cases where the statistical base is not entirely adequate, insur¬ 
ance may be had. A department store that is planning an important 
sale, for example, may obtain insurance protecting it from loss in the 
event of unfavorable weather. But such important risks as risk of 
price change, risk of a change in fashion, and risks of competition 
cannot be insured against. 

In unorganized markets, the manufacturer-wholesaler may protect 
himself to a degree against an unforeseen price decline in his branded 
product by spending liberal amounts of money on advertising and by 
entering into price-maintenance agreements with manufacturers. It 
is in organized commodity markets, however, that protection from 
price fluctuation is most desired by those who are seeking manu¬ 
facturing or merchandising profits through the purchase and sale or 
processing of these commodities. In these situations the risk is 
shifted to speculators by means of hedging. This method of dealing 
with risk combines the transfer of risk to specialists with the principle 
of compensation. The speculator is better able to anticipate the 
movement of prices because of his superior knowledge; he is not bur¬ 
dened with the management of a merchandising or a manufacturing 
operation. 

Hedging, which will be discussed in greater detail at a later point, 
may briefly be described as offsetting the risk of loss on one type of 
transaction by simultaneously executing a transaction of an equal 
and opposite type, so that a loss on one may be made up by a profit 
on the other. The country elevator manager who buys wheat from 
the farmer may hedge against a loss due to subsequent price decline 
by simultaneously selling an approximately equal amount of wheat 



COMMUNICATION AND RISK 


103 


in the futures market in the form of a contract in which the buyer of 
the contract is assured of the future delivery of wheat at an agreed 
date. The assumption upon which the hedger proceeds is that the 
price of wheat in the “cash” market will move in harmony with the 
price of the future contract, since both prices are influenced by the 
same fundamental supply and demand conditions. When the elevator 
man at a later date sells the wheat he has purchased, he is protected 
against a loss on a falling market because he is able to buy back at a 
lower price the future contract that he previously had sold, thus 
making up in profit on his “short sale” what he lost on the sale of the 
wheat. It is the speculator who takes the other side of most hedging 
transactions, and this fact justifies the view that the means of dealing 
with price risk is made possible by the shifting of the risk to the 
•peculator. 

In recent years a tendency has developed of shifting to government 
agencies business risks incident to the business cycle. This has 
conspicuously been the case with the agricultural markets. An 
elaborate machinery has been devised to stabilize the prices of such 
staple agricultural products as wheat, corn, cotton, and tobacco. 
The government has used its credit machinery to rescue banks and 
railroads from threatened bankruptcy. Minimum wage laws pro¬ 
tecting the incomes of large groups of consumers have been passed, 
and social security laws administered by the states have a broad 
purpose of maintaining purchasing power. By spending large amounts 
on public works, the Federal government stands ready to make up 
for any failure of private business to create employment. A new 
technique of economic planning under government sponsorship seems 
to be in the making. One may say without much fear of contradiction 
that government is the greatest risk-bearing agency to which all 
kinds of economic risks may be shifted. It is highly desirable, how¬ 
ever, that in our profit-seeking system of free enterprise businessmen 
be willing to assume the risks that are incident to a competitive 
economy and deal with them, so far as possible, without government 
intervention. 

QUESTIONS 

1. “Communication is at once an integrating force and an instrument of control.” 
Explain. 

2. What different uses are made of communication in aiding the marketing 
process? 

3. How does communication operate in the work of market research? 

4. What is advertising? What different uses of advertising may be made by the 
marketing manager? 
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5. How is the mass marketing of goods at retail related to the use of communi¬ 
cation? 

6. Communication makes possible sale by description. Are there qualifications 
to this statement? 

7. What communication services are available to the consumer to assist him in 
buying? 

8. How does communication aid in the process of price determination? 

9. What agencies are important in the collection and dissemination of market 
news? 

10. How is communication related to standardization and grading? 

11. What is the relation of communication to risk? 

12. Interpretati?Sf of facts, rather than the facts themselves, is significant in the 
price-making process. Explain** 

13. Describe the use made of communication in the trade association. 

14. Does communication hglp to make competition more equitable or does it tend 
to eliminate competition? 

15. What is risk? 

16. What are the major causes of business risk? 

17. Give examples of risks from natural causes that affect marketing operations. 

18. What is the nature of time risk? Give several examples of time risk. 

19. Is it correct to say that human behavior cannot be predicted? 

20. What kinds of risk are inherent in competition? In politics? 

21. How do risks of interdependence manifest themselves in marketing? 

22. What is the best means of reducing the area of marketing risks? 

23. How does the principle of combination operate to control marketing risks? 

24. Are cooperatives superior to competitive types as risk-bearing marketing 
agencies? 

25. What are some of the ways in which marketing risks may be shifted to others? 

26. Is the shifting of risk to government agencies consistent with the theory of free 
enterprise? 
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CHAPTER VI 

MARKETING STRUCTURES 

In the preceding chapters enough has been said to give the student 
an idea of the activities that make up the marketing process. The 
nature of each of the “marketing functions” has been defined, and 
an effort has been made to illustrate by concrete examples the opera¬ 
tion of the function in different marketing situations. How these 
functional activities are related one to the other in the process of 
distribution must therefore be apparent. Attention is now directed 
to the mechanisms by means of which these functions are performed. 
These are the marketing structures. 

The Concept of Structure 

The term “structure” connotes something that has organization 
and dimension—shape, size, complexity—a design that is evolved 
for the purpose of performing a function. The function it performs 
helps in turn to influence its design. As we shall see, there are many 
different types of marketing structure, each operating to perform its 
own unique combination of marketing functions. 

It is important to note that the structure is the unit of management. 
This is true, whether the managing authority is the businessman, the 
consumer, or government. The task of management resolves itself 
into a series of problems, the solution of which must be worked out 
through the use of the structural organization of the market. In 
this sense the marketing structure is a tool of management to accom¬ 
plish a particular purpose. We shall see later how management may 
modify the existing form of a marketing structure, the better to 
achieve its ends. 

Just as the functional activities of marketing are interrelated to 
form a process of distribution, so the marketing structures are co¬ 
ordinated into a system through which the process is carried on in a 
more or less orderly fashion under the control of management. “Man¬ 
agement” must here be understood in its broadest significance, z.e., 
as conditioned by the action of consumers and by government control 
(see, also, Chapter XXVII). 

Not too much is known of the way in which particular marketing 
structures originate. It is convenient to say that they evolve from 
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the need of management to deal with a particular situation. As we 
examine the different types, it will be apparent that some of them 
have developed as a result of changes in methods of production, others 
in response to changes in methods of transportation, still others be¬ 
cause of changes in the character of demand or in the growth and 
distribution of population; while some appear to be the product of 
invention. The pressure of costs and the drive for lower selling 
prices have been potent forces in developing new types. Businessmen, 
i.e.j those engaged primarily in distribution, are not the only ones who 
take the initiative in originating new forms of marketing structure. 
Producers, i.e. y those whose principal task is manufacturing or farming, 
have had a hand in the process. Consumers have gone into business 
in their own way, and Jhe state has initiated enterprises that exert a 
powerful influence on the market. In a free-enterprise society, 
business is not the monopoly of the businessman. 

Kinds of Marketing Structures 

Without attempting exhaustive discussion, one may distinguish 
three general types of marketing structures—the agency, the area, 
and price structures. Previous textbook discussions of the organiza¬ 
tional aspects of marketing have been limited almost entirely to 
consideration of marketing agencies. Any notice of market areas 
has been reserved for treatment in texts on sales management, while 
the subject of prices has been related to management policy or has 
been explained in terms of price theory in a treatment identical with 
that which this subject receives in elementary courses in economics. 
It seems consistent with the institutional approach that market areas 
and prices be viewed as structural entities and as tools of management, 
in much the same way as are the agencies. Since Parts II to V of the 
text will be entirely given over to a detailed discussion of the marketing 
structures, the purpose at this point is to sketch in barest outline the 
scope of the structural concept. 

AGENCY STRUCTURES 

The agency structure is a formally organized kind of business 
establishment performing marketing functions characteristic of its 
type. The term “agency” is used in a broad sense to include mer¬ 
chants as well as agents and brokers , for which types the term is gen¬ 
erally reserved. 

Marketing agencies are subject to a variety of classifications. From 
an organizational point of view one may distinguish the simple unitary 
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type of the owner-operated retail store, and the multi-unit, integrated 
chain store. On a basis of risk, agencies divide into those in which 
full risks of ownership of the commodity are assumed, t.e., the mer¬ 
chant type, and those which facilitate a transfer of title or perform 
only a selling service—various kinds of agents and brokers. Again 
one may classify these agencies according to the degree of specializa¬ 
tion of their service; on the one hand are general-line or full-service 
establishments; on the other, various kinds of specialty or limited- 
function operation. On a legal basis one finds single proprietorships, 
partnerships, and corporations. 

Within each of the above classifications variations in the structural 
type appear as the agency is viewed operating in different commodity 
markets, in different locations—urban versus rural—and under differ¬ 
ent competitive conditions. For most of the agency structures the 
characteristics that differentiate them are clearly distinguishable. 
Some hybrid types appear, but in the main the agency aspect of 
marketing structure is very readily comprehended. 

Following is a classification of agency types of operation based in 
part on the Census of Distribution . 

Wholesale Trade 

1. Service and limited-function wholesalers 

а. Wholesale merchants 

б. Voluntary group wholesalers 

c. Converters 

d. Export merchants 

e. Importers 

/. Industrial distributors 

g. Cash-and-carry wholesalers 

h. Drop shippers or desk jobbers 

t. Wagon distributors 

j. Retailer-cooperative warehouses 

2. Manufactured sales branches (with stocks) 

3. Manufacturers 7 sales offices (without stocks) 

4. Petroleum bulk stations and terminals 

5. Agents and brokers 

a. Auction companies 

5. Brokers (merchandise) 

c. Commission merchants 

d . Export agents 

e. Import agents 

/. Manufacturers 7 agents 

g. Selling agents 

h. Other agents 
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6. Assemblers (mainly farm products) 

a. Assemblers of farm products 

b. Commission buyers 

c. Cooperative marketing associations 

d. Cooperative sales agencies 

e. Cream stations 

/. Country grain elevators 

g. Packers and shippers 

Retail Trade 

1. Independents (nonintegrated) 

a. Singlg^init—general line 

b. Single unit—limited line 

c. Single unit—specialty shop 

d. Multi-unit 

e. Market and roadside stand 

/. Leased department 

2. Independents (integrated) 

a. Department store 

b. Mail-order house 

c. Direct selling (house-to-house) 

d. Utility-operated stores 

e. Commissaries 

}. Farmer and consumer cooperative stores 

3. Chains 

a. Local 

b. Sectional or national 

c. Manufacturer controlled 

d. Voluntary chain (wholesaler controlled and retailer controlled) 

e. Leased-department 

AREA STRUCTURES 

A market area is one the dimensions of which are determined by 
economic factors. In the final analysis most of these factors can be 
resolved into differential costs and prices that set the limits of the area. 
Convenience in buying, advertising and newspaper circulation, trans¬ 
portation service, topography, custom, and personal loyalty all have 
a part in determining where goods will be bought. Not the direct 
effect, but the differential advantage that one shopping location or 
marketing center has over another with respect to these economic 
and social factors is decisive in setting the boundaries of the area that 
it serves. 

Area structures are subject to a number of classifications, of which 
the most common is the distinction between buying and selling areas. 
Buying (or supply) areas are those from which supplies are drawn to 
a given market in competition with other markets drawing on the same 
region of supply. Conversely, selling areas are those in which goods are 
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distributed from a given market in competition with other markets 
serving the same region. 

Areas may be distinguished as wholesale versus retail trade areas. 
With the conspicuous exception of the area served by the large mail¬ 
order house, wholesale trade areas are uniformly more extensive than 
are retail areas. Economic factors of price and transportation cost 
appear to have a more important influence in their determination. 
The scope of wholesale trade areas for certain staple articles of com¬ 
merce may be said to be world wide. Areas of retail trade may be 
restricted on the selling side to a neighborhood in a city, or may 
extend, in the case of the mail-order house, to the whole United States. 

It is apparent that market areas for different commodities have 
characteristics that derive from the nature of the commodity and from 
the methods of buying and selling that are peculiar to it. Factors 
of relative perishability, bulk, weight, and value are important in 
determining the extent of distribution areas for many foodstuffs and 
the products of factories and mines. Consumers’ preferences, influ¬ 
enced by advertising, style, desire to inspect goods before buying, are 
some of the factors that work toward extending the scope of operations 
for many manufactured goods. Improvements in transportation— 
especially the service of refrigeration—have opened up markets for 
such highly perishable commodities as fresh fruits and vegetables, 
which might otherwise fail to move from the areas where they are 
grown. 

Where speed is an important consideration, the areas of supply and 
distribution may divide on a time-zone pattern. In certain situations 
in which distribution is governed by trade association or controlled 
price systems, marketing areas for specific points of supply result. In 
these cases area structures are inseparable from price structures. 

PRICE STRUCTURES 

A price structure is any series or arrangement of the prices of a 
commodity or a service in which the individual prices may be viewed 
in relation to each other, or the series in relation to, or as a part of, the 
general system of prices. From this definition it is clear that the 
number of possible combinations of prices is exceedingly great, thus 
presenting a difficult problem of classification. Any adequate descrip¬ 
tion of a commodity price structure would of necessity give consider¬ 
ation to the nature of the product, the effect of product differentiation, 
the nature of demand, the variability and flexibility of the price move¬ 
ment, the effect of geographical factors, and the marketing channels 
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used. No exhaustive treatment of the subject can be attempted in 
a general survey, the chief purpose here being to broaden the student's 
concept of marketing structures and to call attention to the different 
patterns of price behavior that have significance for marketing oper¬ 
ations. For a more complete discussion of price structures see 
Chapter XXIII. 

In the classification that follows, only commodity price structures 
are considered, although it is recognized that commodity prices cannot 
be divorced from the service factor. A more or less complete price 
structure is distinguishable for every commodity or homogeneous 
group of commodities. As a means of simplifying discussion, emphasis 
is placed on the major characteristics of commodity price structures in 
general. •*. 

Price structures that give a measure of variability through time . In¬ 
cluded in this group are the data of prices that show daily, weekly, and 
seasonal variation. Cyclical movements of commodity prices which 
last longer than one year and which recur with a degree of regularity 
also belong to this class. Long-time changes in price over a stated 
period, which may be described by a trend line, give yet another view 
of variability. Finally there is the general cyclical variation in com¬ 
modity prices known familarly as the “business cycle." 

Price structures that measure price flexibility. In this class may be 
placed all those adjustments of price to meet competitive conditions, 
or to expand the demand for a commodity when demand is elastic, or 
to expand the supply when a like condition prevails. Changes in 
price to meet price competition of similar product in the same market, 
or to meet the competition of a substitute product, are examples of the 
first type of adjustment. Correlation of prices with quantities pro¬ 
duced or sold is an example of the second. 

Price structures that measure spreads or margins reflecting differences 
in cost or value . This notion of price structure may be said to have 
two major aspects: horizontal spreads, which reflect regional spreads 
or differences in prices for the same grade of a commodity; and vertical 
spreads, which include expense and profit margins. Regional price 
structures vary according to the nature of the commodity, cost-price 
differentials in different markets, freight rates, and the degree of control 
exercised over price by management. 

Vertical price structures . This type of structure reflects spreads 
between the prices of raw materials, semiprocessed, and finished goods 
—the spreads including costs of production and profit margins. The 
resulting prices are manufacturers' selling prices. 
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A second pattern of vertical price structure results from the addition 
of selling margins to manufactured prices to obtain wholesale and 
retail prices. The system of discounts, credit terms, and other allow¬ 
ances, markups, and markdowns is a part of this price structure. 
Selling margins vary according to the type of distributor through 
whom the manufacturer sells, the nature of the commodity, the custom 
of the trade, and the amount and kind of competition. 

Quality or grade differentials are measured in a third kind of vertical 
price structure. The spreads between the different grades are not 
stable for many commodities but vary seasonally and in response to 
the relative supply of, and demand for, the different grades. 

One may also distinguish a vertical arrangement of prices on a time 
basis in organized markets in which both “cash” and “future” prices 
are quoted concurrently. The spreads between the different future 
prices quoted for future contracts maturing in different months 
measure roughly the cost and risk of carrying the commodity in storage 
over the time interval. 

Price structures as instruments of managerial control . In a freely 
competitive market, “price” is the means by which supply and demand 
are coordinated. It is the function of management under competition 
to adapt the buying and selling policies of the firm to the market price. 
The resulting price patterns are determined quite independently of the 
action of any individual firm. In the prevailing economy of “imperfect 
competition,” however, price and price policies are instruments of 
control and there result various kinds of administered price structures 
that are specifically designed for control purposes, principally for the 
control of competition. All contract price systems are of this character. 
Typical is the control that the manufacturer may effect by agreement 
with wholesalers and retailers to maintain resale prices named by the 
manufacturer. This arrangement, which is legalized under the Fair 
Trade acts of the various states and the Miller-Tydings Act of the 
Federal government, is aimed at the control of price cutting on manu¬ 
facturers’ branded merchandise. 

Zone price structures . Such structures may be set up to control 
delivered prices, the prices in the different zones to reflect the differ¬ 
ential costs of sale and delivery from the factory or the warehouse to 
the destination. Such zone price structures often result from a policy 
of freight absorption by the seller in order to equalize competition in 
the respective zones. “Postage-stamp” price structures extend the 
same price to all buyers, wherever located. The buyer close to the 
source of supply is thus made to pay part of the cost of serving the 
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distant buyer. This type of price structure, therefore, is one means 
of maximizing the area of distribution for a product. 

Rigid price structures result from control exercised through the 
ownership of patents. Through leasing arrangements and rental 
agreements, fixed payments for the use of machinery or of processes 
are prescribed, and royalties on the amount of production are exacted. 

Price structures having an origin in the activities of trade associations 
are designed with a view to stabilizing prices for the industry. As has 
been already noted in the section on Communication, indirect control 
over price comffetition is exercised through an exchange of information 
about conditions affecting supply and demand. 

More ingeniously contrived, and distinguished by a recognizable 
regional pattern, are busing-point price systems. Such systems have 
not been outlawed by the courts as specifically in violation of the 
Sherman Antitrust Act, but they operate to stabilize prices within an 
industry. 1 This control is exercised by pricing according to a formula. 
All prices are quoted on a delivered basis, the price to the buyer being 
the price at a basing-point mill or a processing point, plus freight to 
the buyer's station. Mills are left free to compete at any point in the 
country, but in the quoting of prices the price at the basing point in 
the territory in which the buyer is located must be used by all sellers. 
Thus only one price is quoted, regardless of the location of the seller, 
and mills located outside ihe territory of the buyer must absorb the 
additional cost of freight in making delivery. 

Other Aspects of Marketing Structures 

Structural change. Two additional aspects of the institutional view 
of marketing must be noticed: (1) the phenomenon of structural 
change, and (2) the coordination of marketing structures. Detailed 
discussion of both these subjects will appear at a later point (see 
Chapters XXV and XXVI to XXVIII). 

In asserting the fact of structural change one has only to remember 
that the phenomenon of change is inherent in any institutional view 
of the market. The viewpoint is organic, hence these structures are 
subject to laws of growth and change. They evolve as a result of 
economic pressure; they have a growth period in which they flourish 
and expand; and, if they do not quite disappear, they go into decline 
and cease to be economically important. As we shall see later, in the 
effort to survive, these structures are constantly becoming adapted to 

1 See, however, Corn Products Refining Co., et cl. v. Federal Trade Commission, 
$5 Supreme Court 961 (April, 1945). 



MARKETING STRUCTURES 


113 


forces making for change. What these forces are and what changes 
occur must be left for later discussion. 

Coordination of marketing structures. Just as the marketing 
functions interact in a process of distribution, so the structures through 
which these functions get performed must necessarily work together to 
effect an organization of the marketing process. The evidence of 
coordinated action is often difficult to discover when individual agencies 
are left entirely free to determine their own policies. The pattern 
becomes quite distinct in those cases where the principle of authority 
is invoked to compel cooperative action. 

Three, perhaps four, instrumentalities are operating to effect the 
coordination of marketing structures. The first is price, behind which 
is the free choice of the consumer. For the economic theorist price is 
the impersonal factor that coordinates supply with demand through 
rational behavior of the consumer in the market. If, however, we 
concede that the consumer does not always act rationally and may be 
influenced in his choice by emotional impulse and by persuasive 
techniques, then there may be good reason for considering the con¬ 
sumer apart from price as a coordinating agency. Even in these cases, 
however, he exerts his influence on the market finally, through the 
mechanism of the price structures. 

A second directing and coordinating factor is management. Through 
management the economic forces operating in the market are inter¬ 
preted in terms of definite managerial policies. These policies deter¬ 
mine what marketing functions shall be performed and what agencies 
shall be relied upon in carrying policies into effect. Coordinated action 
is the essence of managerial control. Control extends to every part of 
the marketing organization, including the price structures. It is 
important to note, however, that management policies are influenced 
by the underlying economic forces present in the market and by a third 
coordinating force, the controlling and regulating power of government. 

Through legislation, government (as the third factor) sets limits to 
managerial action and thus exercises a determining effect on the 
coordination of marketing agencies. Government promotes and assists 
certain kinds of marketing activity and restrains and prohibits other 
kinds. Through its taxing policies, government may favor one type 
of marketing agency while penalizing another. Much legislation is 
directed toward preserving a free market, in which prices may fluctuate 
in response to the forces of supply and demand. At the same time, 
government asserts its power of control to stabilize prices in certain 
markets by setting limits to price competition. 



114 


MARKETING 


Governmental control is inherent in an institutional view of market¬ 
ing organization. Since the early 1930’s, government in the United 
States has moved aggressively in the direction of positive action with 
respect to marketing institutions, as well as continuing police powers 
of regulation. In the countries of western Europe and in Russia this 
phase of governmental action is not new and gives promise of further 
expansion. 1 


QUESTIONS 

1. What is tlie significance of the statement that the structure is the unit of 
management? 

2. How do you explain the origin of different marketing structures? 

3. Give a classification^f marketing structures. 

4. How does the concept of price as a structure differ from “price” as discussed by 
the theoretical economist? 

5. Give examples of horizontal price structures, vertical price structures. 

6. What is meant by an “administered price structure”? Give examples. 

7. Why do we need to take account of structural change? 

8. What forces operate to coordinate marketing structures? 


1 For reading references appropriate to this chapter, see the references following 
Chapters XXI to XXVIII. 



Part II 

STRUCTURAL ORGANIZATION 
OF THE MARKET: 
AGENCY STRUCTURES 
OF THE RETAIL MARKET 




CHAPTER VII 
THE CONSUMER 

The Meaning of Consumers and Consumption 

From the point of view of the managers of marketing agencies, con¬ 
sumers constitute “the market” for all finished goods, i.e. y “goods 
which are in such form that they can be used without further com¬ 
mercial processing.” 1 Directly or indirectly all production and 
distribution are aimed at satisfying the wants of consumers. Thus in 
a broad social sense, consumers as a group are a part of the whole 
economic organization. In terms of marketing strategy, however, 
consumers as a class are not an integral part of the marketing structure 
but constitute a “market,” or field, that marketing agencies seek to 
exploit in the hope of making profit. Because success in making profit 
in distribution is directly related to the extent of knowledge that the 
seller has of the market, much emphasis is placed on the study of the 
consumer. 

In order that the consumer of finished goods may be distinguished 
from the industrial consumer, the term “ultimate consumer” is often 
used, the ultimate consumer being one who buys goods in the retail 
store for personal or home use, or for the use of the family. Many 
institutions, such as hotels, restaurants, hospitals, asylums, etc., buy 
for use the same kind of goods that home consumers buy, but these 
goods are bought in wholesale markets. Such consumers, who are 
referred to as the “institutional market,” are outside the scope of the 
present discussion. 

Theoretically the consumer, through free and rational choice, 
exercises a determining influence on production. 

Consumption is the sole end and purpose of all production; and the interest 
of the producer ought to be attended to only so far as it may be necessary for 
promoting that of the consumer. The maxim is so perfectly self-evident that 
it would bo absurd to attempt to prove it. But in the mercantile system, the 
interest of the consumer is almost constantly sacrificed to that of the producer; 
and it seems to consider production, and not consumption as the ultimate end 
and object of all industry and commerce. 2 

1 Committee on Definitions, American Marketing Association. 

2 Adam Smith, The Wealth of Nations , Book IV, Chap. VIII. 
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The economist of today has had little to add to what Adam Smith 
said. To quote Tosdal, 1 “General economic treatises rarely go beyond 
the point of discussion of certain general characteristics of human 
wants, such as the extensibility and expansibility of human wants, the 
theory of diminishing utility, the appraisal of present as contrasted 
with future goods, the relation of demands to social standards, standard 
of living in relation to wages, and similar topics.” Of marketing 
literature, also, it must be said that little attention was given to the 
problem of the consumer before the 1920’s. Why such concentration 
on the viewport of the producer-seller to the exclusion of that of the 
consumer-buyer? The economist declared the field of consumption 
to be that of the psychologist. Demand manifested itself in terms 
of response to the prices at which goods were offered. How the wants 
originated or how they might be influenced or anticipated was outside 
the economist’s sphere of inquiry. Moreover, concrete evidence of 
actual consumer demand was almost nonexistent and hard to get. The 
deductive method shied away from this kind of inquiry. 

It must be recognized, also, that for the great mass of consumers in 
the civilized world until recently, consumption has been pretty much 
on a subsistence basis. The difficulty for the producer of deciding 
what and how much to produce is greatly simplified in an economy 
where consumers generally have little choice of alternative uses for 
their spending power because all of it is needed to supply basic wants. 
Patterns of consumption become fixed or change only slowly in response 
to the long-time growth in national wealth. Simon N. Patten’s book, 
Consumption of Wealth , published in 1901, “was perhaps the first to 
bring out prominently the altered role of consumption in a surplus 
economy—an economy in which the output of goods is considerably 
more than enough to provide for the prime needs of the population.” 2 

As long as producers found a ready market for all that they could 
manufacture, there was little need to worry about the psychology of 
the consumer or to forecast demand. Moreover, the scale of produc¬ 
tion of individual firms was not yet so great nor the style factor so 
omnipresent that a seasonal surplus could not safely be carried over 
if the estimate of quantity needed to supply the market went awry. 
Two major forces seem to have made the producer more aware of the 
consumer. The first of these was the phenomenon that impressed 

1 Habry R. Tosdal, “Bases for the Study of Consumer Demand,” Journal of 
Marketing , July, 1939, pp. 3-15. 

2 W. H. Lough, High-Level Consumption (New York: McGraw-Hill Book Company, 
Inc., 1935), p. 1. 
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Patten—the increased productivity of an improving technology in 
which unsold surpluses begin to appear. The second was the constant 
pressure for an improved standard of living, which found expression 
in demands for larger wage payments to the working population. 

The potentialities of the new technology were fully realized in the 
First World War, and labor in manufacturing industries- enjoyed a 
period of comparative prosperity in the 1920 , s, with full employment 
and increased wages. Under this stimulus appeared what Lough has 
called “high-level consumption,” i.e. y consumption above the level of 
subsistence. In the 1920’s large numbers of American families enjoyed 
incomes that permitted expenditures for comforts and luxuries after 
subsistence needs had been met. This type of demand Lough charac¬ 
terizes as “fickle and unpredictable,” creating a difficult problem of 
forecasting for the manufacturer and the merchant who ventured to 
supply this new and expanding market. 

The difficulty under which the producer operates with respect to a 
knowledge of the consumer of his product is not of recent origin but is 
a result of the factory system of specialized production. Under this 
system the producer has been cut off from direct contact with ultimate 
users of his product, while no adequate means of communication has 
been developed to convey to producers the wants and desires of 
consumers. 

Risk has been increased for the producer by the increasing scale of 
production and the fact that production must be initiated well in 
advance of the purchase of the product for final use. The allocation 
of a larger portion of the consumer’s budget to the purchase of auto¬ 
mobiles and other durable goods, the buying of which may readily be 
postponed, has at the same time made necessary the investment of 
very large amounts of capital in production. Again, the growing 
importance of style in the merchandising of consumer goods is an 
added factor of risk. What the producer is finally confronted with is 
the forecasting of human behavior. 

Thus producers and merchants, aside from any pressure brought by 
consumers, have powerful incentives for learning more about those 
who buy and use their products. To quote Tosdal again, 

In summary, it becomes clear that the business administrator needs to know 
both generally and in detail what the consumer will buy at profitable prices. 
He needs to know this sufficiently in advance of consumer purchase action so 
that the planning necessary for large-scale production may be carried out. To 
the extent that he does not know or to the extent that he cannot find out, society 
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assumes the risk of loss. The losses may fall upon the producer, upon the 
consumer, or upon the middleman, depending upon the attendant circumstances. 1 

Factors Affecting Consumers’ Wants 

Size and character of population. The quantity and quality of con- 
sumers , wants are a function of so many variables that it is difficult 
to classify them. Basically, the size and character of the human 
population determine both the quality and the quantity of goods that 
will be consumed. A statement of this kind must be qualified by such 
important economic considerations as the income status of the popula¬ 
tion and the capacity and willingness of those in command of produc¬ 
tion facilities to turn out the quantity and the kind of goods desired, 
at the prices that consumers are able to pay. One might almost say 
that there are as many different scales of wants as there are individuals. 
More significant as the consuming unit, however, is the family. While 
there were 131,669,275 individuals reported by the Bureau of the 
Census as resident in the United States in 1940, they were organized 
into 38,270,994 family units, of which 3,242,206 were single individuals 
living alone. 

Family composition and characteristics. It is obvious that the com¬ 
position of the family with respect to the presence or absence of 
children, the number of children, their ages and sex, and the ages of 
husband and wife have much to do with the kinds and quantities of 
goods that will be bought. A study of family expenditures in 46 small 
cities and villages in the Middle Atlantic and North Central States in 
1935-1936 revealed the tendencies indicated in Table 16. 

Families in which the wife was under thirty years of age spent more 
of their income and saved less than those in which the wife was sixty 
or more. The older families were less likely than the young to spend 
more than they made. 

Clothing and services at beauty parlor and barber shops, the auto¬ 
mobile, furnishings and equipment, recreation, and tobacco took a 
larger share of the funds of families in which the wife was under thirty. 
Being well dressed matters much more when you are thirty than when 
you are sixty or older, whether you are a woman or a man. 

Automobile ownership was more widespread among the young 
families than among the old, especially when income was low or 
moderate. The younger families made more use of their cars. Nine- 
tenths of the families in which the wife was sixty or more owned the 
homes they lived in. Fewer than one in nine of the young group were 

1 Tosdal, op . cit ., p. 4. 



TABLE 16—ESTIMATED DISTRIBUTION OF VALUE OF FAMILY LIVING (MONEY AND NONMONEY), 
BY FAMILY COMPOSITION, MIDDLE ATLANTIC AND NORTH CENTRAL VILLAGES, 1935-1936* 
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Expenditures of certain families having family living of $1,280 

No children 

Wife, 

60 years 
or older 

Per 

cent 

100.0 

29.8 
23.1 

17.9 
5.7 

2.4 

5.7 

1.1 
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Dol¬ 

lars 

1,280 

444 
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171 

131 

41 

110 

27 
51 
34 

28 
13 

6 

32 

8 
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5 years 

Per 

cent 

100.0 

i 

33.2 

13.0 

12.7 

9.7 

6.2 

8.4 

1.8 
5.7 
2.6 

2.5 
1.2 
0.6 

1.6 

0.8 

Dol¬ 

lars 

1,280 
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163 
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80 
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23 

73 

33 

32 

15 

8 

20 

10 
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16-29 
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cent 

© 01©©© C0©©drH©©CO CO © 

© oi io oi © ^ © oi co oi i-h >-I rH oi © 

© CO H rH H rH 

rH 

Dol¬ 
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1,280 
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55 
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26 

41 

27 

24 

13 

17 

30 

8 
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2 years 

Per 
; cent 

© © © 00 © rr 01 01 00 © 01 © rH 01 01 

g ©coci© ©rHoiidoioid© ci © 

rH 

Dol¬ 

lars 

1,280 

383 

179 

164; 

123 

82 
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28 

74 

33 

28 

12 

1 

28 

2 

No children 

Wife under 
30 years 

Per 

cent 

© ©CO © 01 N CC O CO Ci N OI H b. 00 

g © co --i © oo oi oi oi oi r-i © oi © 

rH 

Dol¬ 

lars 

© H N Q HNHkONiOlOH © © 

00 Tt<t>.T*CO rH © CO © CO CO rH CO rH 

01 CO rH H H rH rH 

- - --- - - 

Item 

Total value of familv living.1 

Value purchased and received 
without direct expenditure: 

Food. 

Housing. 

Household operation. 

Clothing. 

Expenditures: 

Furnishings and equipment... 

Automobile. 

Personal care. 

Medical care. 

Recreation. 

Tobacco. 

Reading. 

Formal education. 

Gifts, welfare, and selected 

taxes. 

Transportation other than by 
automobile; other items.... 


♦Day, Monhoe, Mabtland Y. Pennell, Mahy Ruth Pratt, and Geraldine S, De Put, "Family Spending and Saving," Bureau of Home Economics, 
U. 8. Department of Agriculture, 1942 (mimeographed). 
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home owners. The older families had had more years in which to 
accumulate property. 

As the number of children increased from one to three or four, food 
bills rose, even though economies reduced the amount spent per meal. 
Total family outlays for dress tended to rise, as did those for food, with 
an increase in the number of children, but the amount spent per person 
declined. The comparatively high expenditures of the large families 
for food and clothing were offset in part by the lower money value of 
their housing and their smaller expenditures for household operation 
and recreation* 

Religion , race , etc. Religion, race, nationality, and cultural in¬ 
heritances of habit and custom are important determinants of family 
and individual purchasing. Factors of race and nationality as affect¬ 
ing demand are complicated by the matter of income. Negroes, who 
were 9.8 per cent of the total population in 1940, have incomes gener¬ 
ally lower than the white population living in the same areas. The 
concentration of the Negro population in the Southern states largely 
accounts for the low per capita purchasing of most classes of goods in 
this area. In 1943, for example, sales of life insurance in the East 
North Central states in 1942 were $62 per capita, while in the South 
Atlantic group sales were $42, and in the East South Central states 
only $28 per capita. As Negroes migrate to industrial centers where 
larger incomes may be had, their scale of purchases does not differ 
essentially from that of white families with similar income. 

Foreign-born families cling to the consumption habits of the “old 
country.” National groups of foreign birth or descent congregate 
mostly in the larger cities; many of the older people and those newly 
arrived speak little or no English. Neighborhood stores cater to the 
customary wants of these people. Children of the foreign born, how¬ 
ever, are quick to adopt American standards. 

Custom and habit. The force of custom and habit governs a major 
part of family purchasing as to kinds and brands of goods bought and 
the time and place of purchase. Consider how custom, through the 
practice of making gifts, combines with religion to create for retailers 
the Christmas shopping season. Again at Easter the same forces, 
backed by temperature changes in northern latitudes, are responsible 
for the concentrated demand for new clothing, especially millinery, at 
this time of year. At no time do we become more conscious of the 
control of custom than when it is interfered with. The enforcement 
of prohibition, the cigarette shortage, and the rationing of food during 
the war are proofs of the extent to which our actions as consumers 
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have crystalized into habits. It is the ambition of every manufacturer 
of a consumer’s good to make its use habitual. 

Distribution of population. Regional distribution of population 
within a country has important effects on the demand for goods. Such 
distribution often ties in with differences in climate and occupation 
and with differences in income. Population in different regions shows 
different density patterns; whole regions may be characterized by 



Source 8urtou of th« Coftsut 
Daporfmont of Commorct 


Fig. 7. — {Reed, Vergil D., Population and Purchasing Power, J. Walter Thompson Co.) 


cultural traits that furnish the basis for a different type of demand. 
As between the Northern states east of the Mississippi River, the 
Southern and Southwestern groups, and the Far Western states, enough 
differences appear to justify the offering of distinctive styles and 
weights of clothing, and to make apparent differences in emphasis on 
luxury goods as wealth and income are concentrated or more evenly 
spread throughout the consuming population. While the census 
divisions for which data are accumulated are not true economic regions, 
Table 17 shows the variability among regions of some of the factors 
that affect demand. As communication facilities become better de¬ 
veloped through periodicals, the motion picture, radio and television, 
and travel, cultural differences between regions tend to fade out and 
become economically less significant. 




TABLE 17—A BASIC MARKETING CHART OF THE UNITED STATES BY GEOGRAPHIC DIVISIONS 
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Electric 
ranges, % 
wired homes 

11.23 

7.01 

15.78 

14.19 

19.08 

18.03 

4.65 

19.05 

14.00 

12.74 

Electric 
refrigeration, 
% wired 
homes 

64.40 

75.85 

70.01 

69.45 

77.07 

71.94 

72.64 

64.76 

62.51 

70.94 

Ele^fric 
and gas 
engine 
washers, % 
wired homes 

57.41 
56.44 
80.29 
97.30f 
! 45.92| 

47.17 
51.60 
74.50 
64.48 

65.59 

Life 

insurance 
sales per 
capita, 1$43 

OOHNQNOOOWH 

r- 

U. S. 
incomes, 
1942 

% 

ONONCOHOON^ 

NhhOjoOiONOO^ 

NlCCSOOO^N<NO 

OO'OOI 

Income 
per capita, 
1942 

$1,026 

1,061 

928 

778 

657 

467 

613 

803 

1,154 

852 

Civilian 
population 
per sq. mi., 
Mar. 1, 1943 

129.4 
262.7 

106.5 

24.3 

66.7 

56.8 
29.2 

4.7 

32.4 

43.1 

Per cent of 
civilian 
population, 
Mar. 1, 1943 

0005»flQO<D$M«0 

WiOMSOiQOOhh 

cdggoicot^oicdod 

00 001 

Geographic division 

New England. 

Middle Atlantic. 

East North Central. 

West North Central. 

South Atlantic. 

East South Central. 

West South Central. 

Mountain. 

Pacific. 

United States. 
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Division of population as between urban and rural communities is a 
highly significant factor—one that explains differences in demand for 
consumers’ goods. Many of the products that farmers buy are used 
in production, and farm families buy much less of manufactured food, 
wear cheaper grades of clothing, and are not so sensitive to style 
changes as city families. Occupation and income go along with rural 
residence to explain the character of demand among people in villages 
and on farms. The division of population between urban and rural 
sections in the United States shows a significant trend, as is shown in 
Table 18. 


TABLE 18.—URBAN AND RURAL POPULATION OF THE UNITED STATES* 


Census year 

Population 

Percentage of Total 

Urban 

Rural 

Urban 

Rural 

1880. 

14,358,167 

35,797,616 

28.6 

71.4 

1890. 

22,298,359 

40,649,355 

35.4 

64.6 

1900. 

30,380,433 

45,614,142 

40.0 

60.0 

1910. 

42,166,120 

49,806,146 

45.8 

54.2 

1920. 

54,304,603 

51,406,017 

51.4 

48.6 

1930. 

68,954,823 

53,820,233 

56.2 

43.8 

1940. 

74,423,702 

57,245,573 

56.5 

43.5 


* U. S. Department of Commerce, Bureau of the Census. 


The trend toward urban concentration of population is another 
fundamental fact that businessmen have had to reckon with in planning 
their selling operations. The congestion in large cities has greatly 
modified the kind of housing; the size of rooms; the kind of house 
furnishings; the eating habits, especially the number of meals eaten 
outside the home and the size of the unit of food purchase; the amount 
and kinds of recreation; the amount spent on personal appearance; 
and sensitivity to style change, to mention only a few of the con¬ 
sequences of large-city living. This factor, again, operates in terms 
of income, since the concentration of wealth and purchasing power 
found in larger cities not only facilitates the sale of high-priced goods 
but provides the basis for mass marketing of cheaper lines and of 
subsistence commodities. 

Congestion in the larger cities has produced a suburban trend in 
population since 1920, as is shown in Table 19. This shift in residence 
has brought with it changes in degree of home ownership and manner 
of living, which in turn affect the nature of consumer demand. 
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Occupation . It is obvious that the kind of occupation, as well as 
the amount and regularity of employment, is an important determi¬ 
nant of demand. Occupation and amount of employment are directly 

TABLE 19.—POPULATION GROWTH IN METROPOLITAN DISTRICTS, 

1920-1940* 


Census 

Year 

Population 

In central 
cities 

Per cent 

Outside central 
cities 

Per cent 

1920. 

39,947,281 

28,975,558 

71.8 

10,971,723 

28.2 

1930. 

49^9,400 

34,593,124 

69.3 

15,286,276 

30.7 

1940. 

62,965.773 

42,796,170 

67.9 

20.169.603 

32.1 


♦Eighty-four metropolitan districts for 1920 and 1930; 140 districts in 1940, U. S. Department of 
Commerce, Bureau of the Census. 


related to income. The effects of business booms and depressions on 
total demand and on demand for particular classes of goods are well 
recognized, but space does not permit detailed discussion. 1 

Income . From an economic point of view, differences in income 
for different consuming groups explain most satisfactorily differences 

TABLE 20.—FAMILIES BY INCOME LEVELS 


Per cent at each income level 


income ievtu 

1935-1936* 

Jan. 1, 1939f 

Jan. 1, 19421 

Jan. 1, 1944 f 

Under $1,000. . . . 

46.54 

32.2 

24.6 

14.1 

$1,000-$1,999.... 

35.28 

36.5 

30.5 

29.5 

$2,000-$2,999.... 

11.24 

18.6 

19.3 

30.6 

$3,000-$4,999.... 

4.60 

7.7 

17.6 

17.5 

Over $5,000. 

2.34 

4.0 

8.0 

8.3 


* National Resources Committee, “Consumer Incomes in the United States: Their Distribution 
in 1935-1936.” 

t Division of Marketing and Research, Mcfadden Publications, Inc. 

J Office of Price Administration, “Civilian Spending and Saving, 1941-1942.” 

in the quantity and kind of goods consumed. Changes in the level of 
income for employed families in the United States have resulted in 
radical shifts of families from lower to higher income groups, as is 
shown in Table 20. The number of families in the two groups under 
$2,000 was 81.82 per cent of total families in 1935-1936, while only 


1 For a competent discussion of the effect of the business cycle on consumer pur¬ 
chases, see William H. Shaw, “Consumption Expenditures, 1929-1943,“ U. S. 
Department of Commerce, Survey of Current Business, June, 1944. 
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43.6 per cent was in these groups in 1944. While the net effect was a 
general leveling up of income for all groups, purchasing power as 
measured by aggregate income of the different groups was more con- 


TABLE 21.—FAMILIES BY INCOME LEVELS 


Income level 

Percentage of aggregate money income 

1935-1936 

1942 

Under $1,000. 

18.2 

5.9 

$1,00041,999. 

33.0 

17.7 

$2,00042,999. 

17.9 

18.3 

$3,00044,999. 

11.2 

26.2 

Over $5.000. 

19.7 

31.9 


♦“Civilian Spending and Saving,1941 and 1942,” Office of Price Administration,1943(Mimeographed.) 

centrated in the high income groups in 1944 than before the rise in 
incomes took place. In the three groups with incomes above $2,000, 
aggregate money income increased from 48.75 per cent of the total in 
1935-1936, to 76.4 per cent in 1942 (see Table 21). This shift in 


TABLE 22.—REGIONAL INCOME PAYMENTS, 1939 AND 1943* 


Region 

1939 

1943 

Per cent of increase, 
1939-1943 

Total 

income 

payments 

Per capita 
income 
payments 

Total 

income 

payments 

Per capita 
income 
payments 

Total 

income 

payments 

Per capita 
income 
payments 

New England... 

$5,732,000 

$680 


$1,214 

77.7 

78.5 

Middle East.... 

22,783,000 

711 

37,997,000 

1,198 

66.8 

68.5 

Southeast. 

8,409,000 

300 

19,086,000 

652 

127.0 

117.3 

Southwest. 

3,756,000 

386 

8,197,000 

790 

118.2 

104.7 

Central. 

20,093,000 

565 

39,130,000 

1,116 

94.7 

97.5 

Northwest. 

3,099,000 

418 


965 

122.9 

130.9 

Far West. 

6,729,000 

692 

16,598,000 

1,397 

146.7 

101.9 

United States... 

70,601,000 

539 


1,031 

95.6 

91.3 


♦ U. 8. Department of Commerce, Survey of Current Bueineaa, August, 1944, Table 1, p. 14; Table 5, 
p. 19. 


income distribution is of great significance to those directing the sale 
of consumers* goods. 

Regional shifts in income induced by war industries, and later by 
their discontinuance, are also important as an indication of where 
selling effort may meet with the most favorable response (see Table 22). 
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The effect of the unprecedented increase in income payments as a 
result of the war is registered in the increase in money savings, which 
represent a backlog of potential purchasing power (see Table 23). 


TABLE 23.—MONEY SAVINGS OF THE CIVILIAN POPULATION* 


Period 

Amount 
(in millions) 

Per cent of 
money income 

Amount per 
spending unitf 

1935-1936J 

$5,978 

10.1 

$151 

1941 § 


14.1 

295 

1942|| ^ 


24.1 

617 

194311 


23.5 

814 

1944** 


23.6 

912 


♦Data for 1935-1930, 1941, 1942, and 1944, quoted from “How Consumers Spend Their Income,” 
by A. Edward Fein, Research CoiUpany of America, New York. 

t In 1942 there were slightly over 41 million spending units consisting of 33 million civilian families 
of two or more persons, and 8 million single civilians. 

$ National Resources Committee, “Consumer Incomes in the United States: Their Distribution 
in 1935-1936.” 

§ Treasury Department. 

|| Office of Price Administration. 

Office of War Information. 

** U. S. Department of Commerce. 


In spite of the great increase in money income and in savings that 
resulted from the war, the distribution of both income and savings 
was such as to concentrate these in the upper half of the population 
(see Table 24). 


TABLE 24.—1945 CONCENTRATION OF INCOME, SAVINGS AND 
LIQUID ASSET HOLDINGS* 


Spending units by 
percentage classes t 

Total for each class as percentage of national total 

Money 

income 

Gross t 
savings 

Nett ! 
savings 

Liquid 

asset! 

holdings 

Top 10 per cent. 

29 


60 

60 

20 per cent. 

45 


82 

77 

30 per cent. 

58 

84 

96 

87 

40 per cent. 

69 

92 


93 

50 per cent.• 

78 

97 

111 

97 

Bottom 50 per cent. 

22 

3 

—11 

3 



♦A National Survey of Liquid Assets,” Bureau of Agricultural Economics, U. S. Department of 
A gr iculture, 1946. Data quoted from Federal Reserve Bulletin , June, 1940. 

t A spending unit is defined as all persons living in the same dwelling and belonging to the same 
family who pool their income to meet their major expenses. 

£ Gross saving comprises all individual saving (inoome in excess of expenditures), while net saving 
is positive saving less dissaving (expenditures in excess of income). 

$ Excluding currency. 
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How Consumers Spend Their Incomes 

It is about this important subject of consumer expenditures that least 
is known. The most significant study thus far available is the 
“Consumer Purchases Study” made by the U. S. Bureau of Home 
Economics and the U. S. Bureau of Labor Statistics, in cooperation 
with the National Resources Committee. The survey covered 300,000 
families, with a smaller number of single men and women as a basis 
for estimating income distribution and consumer expenditures in the 
United States. Detailed information for the years 1935-1936 on the 
expenditures and savings of approximately 60,000 families living in 
51 cities, 140 villages, and 66 farm counties was obtained. Data from 
42,000 of these families, supplemented by similar data—taken from a 
variety of sources—for single men and women, were used in preparing 
the national estimates of consumer expenditures. The National 
Resources Committee has issued two reports: Consumer Incomes in the 
United States and Consumer Expenditures in the United States . These 
are supplemented by a series of detailed reports issued by the U. S. 
Bureau of Labor Statistics. 

Table 25 gives a summary view of the results of the study made for 
the years 1935-1936, together with data for 1941 and 1942 released by 
the Office of Price Administration showing the effect of the war on 
income and expenditures. 

A much more detailed estimate of consumer expenditures over the 
period 1929-1943 is available in a study made by William H. Shaw and 
associates in the Bureau of Foreign and Domestic Commerce and 
released in the Survey of Current Business for June, 1944. In this 
report 12 different classes of expenditures for commodities and services 
are distinguished, with the inclusion of data for many different sub¬ 
groups. Figure 8, taken from this source, shows the cyclical variation 
in different classes of expenditure. To quote briefly from the report 
on this latter point, “As compared with all other commodities and 
services, the heavy durable group fluctuates violently. From 1929- 
1933, for example, the total of heavy durable commodities declined 
66 per cent, while all other commodities and services declined 42 per 
cent and 35 per cent respectively.” 

Engel 1 s law . In 1855 Ernst Engel, a German economist, published 
the results of a study of the budgets of working-class families. He 
concluded that the smaller the family income, the greater was the 
proportion of the income spent for food; this has come to be known as 
Engel's law. Further studies tended to show that about the same 
percentage was spent for clothing; invariably the same proportion for 



TABLE 25.—CIVILIAN OUTLAY FOR PERSONAL TAXES, SAVINGS, GIFTS AND MAJOR CATEGORIES OF 
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rent, heat, and light; and an increasing percentage for miscellaneous 
items. 1 

The changes that have come with modern living have brought radical 
diversions from Engel's law. As may be seen from the data of Table 
26, expenditures for food by the different income groups conform to 
the classic formula, as do percentages for miscellaneous items. Home 
maintenance, which includes rent, shows only a narrow range for white 
families, but expenditures for clothing increase in proportion to in¬ 
come until a high level of income is reached. Numerous other exam¬ 
ples of the effect of differences in income on family purchasing might 
be given. 



Fio. 8.—Consumption expenditures by major budget classes. Included are medical 
and death expenses, personal business, private education and research, religious and 
welfare activities, and foreign travel and remittances. (£7.5. Department of Commerce , 
Survey of Current Business, June, 1944* P* 7.) 

Approaches of the Marketing Manager to the Study of 
Consumer Demand 2 

The business manager, and more especially those executives who are 
charged with conducting the selling and sales promotion activities of 
the business, have used a variety of techniques in their endeavor to 
find out what consumers want and to discover the “appeals” that will 
induce them to accept what the sales department has to offer. These 
methods range all the way from the shrewd guesses or “hunches” of 

1 See Ebnbt Engel, in the Encyclopaedia of the Social Sciences, Vol. III. 

3 For a general discussion of this subject see Tosdal, op. cit. 
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the manager, either based on previous experience or lacking any 
statistical basis, to quite elaborate statistical investigations by com¬ 
petent specialists in marketing research. 

Sales data . The business manager may make use of the data of 
sales in his own business, classifying sales according to commodities, 
by price lines, by areas, and by types of outlets. He may, through 
his trade association, obtain sales for the industry, and he may also 
make use of such compilations as the Census of Business , published by 
the Bureau of the Census. 

Income data . The sales manager may make use of such studies of 
consumer incomes as those referred to above. Income-tax data supply 
an additional source of information on taxes, gifts, etc., before the 
amount available for expenditure can be determined. The inclination 
to spend differs among those receiving income, and postponement of 
purchase becomes more possible as incomes increase. Income data 
by regions and counties do indicate, however, where selling effort may 
profitably be expended. 

Data of family expenditures . Data of this type are useful to the 
extent that they give information in sufficient detail to indicate not 
only the consumer’s demand for different classes of commodities but 
his preference for the product or brand of individual firms. Family¬ 
living studies such as those sponsored by the Federal government 
do not have this kind of detail, since the purpose for which they were 
made was not primarily to serve the businessman but to give information 
about standards of living and to provide a basis for welfare and wage 
programs. Such studies do, however, throw light upon broad differ¬ 
ences in spending habits among different income, racial, and occupa¬ 
tional groups. 

The shortcomings of the family living survey for the businessman 
are largely overcome by a comparatively new type of marketing 
research service, generally referred to as the “continuous consumer 
panel.” One such company, which conducts a national consumer 
panel, receives a detailed report of purchases of foods, drugs, and 
cosmetics in weekly purchase diaries from 2,500 families. These 
families have been selected in such a way as to give a representative 
cross section of all families, according to size, age group, occupation, 
income, region, etc. The reports received indicate the kind and size 
of purchase, brand name, date of purchase, price, etc.—just the details 
that the sales manager wishes to have in order to follow the progress 
of his product and that of his competitors in the market. On the 
basis of this sample, the manager is able to form a judgment of what 
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consumers generally will do in response to changes in his product, in 
his advertising, or in his price. 1 

Inventory studies . This method is essentially that of obtaining a 
record of past purchases by making a canvass of goods or of property 
already in the possession of the owner. Such surveys may take the 
form of “pantry studies,” to check the accuracy of returns made by 
consumers on questionnaires or in response to interviews conducted 
by the sales manager. A most comprehensive survey in which data 
were collected in 64 cities was published by the U. S. Department 
of Commerce. 2 JThis study, along with supplementary data, furnished 
the basis for a series of bulletins on the use of durable goods and 
services by income classes. 

The checking of retail-store inventories is an important element of 
the service of a large market-research agency. 3 This agency constructs 
for its clients a drug, food, and liquor index that measures consumer 
sales every 60 days, by personally conducted audits of invoices and 
inventories in 6,000 typical chain and independent stores. These 
stores are selected in such a manner that their sales furnish a true cross 
section of the sales of all stores of their types in the food, drug, and 
liquor field. 

Psychological studies. Among the earliest attempts to explain the 
economic behavior of consumers were those of the psychologists. In 
general, they have sought for motives to human action in the complex 
emotional nature of human beings, as well as in the purely rational 
response to price upon which action is postulated by the economist. 
Touching upon the contribution of the psychologist, Tosdal says: 

Their efforts to apply these [psychological] techniques and discoveries to 
consumer demand have touched the field primarily at three points, namely, the 
determination of buying motives or selling appeals; the determination of the 
reaction to advertising and selling techniques; and the determination of the 
techniques of psychological investigations as applied to market study. 

Some progress has been made in discovering motives to action of 
groups and individuals. Methods of conducting tests “to determine 

1 For information on this.method see the following articles in the Journal of Market¬ 
ing: Franklin R. Cowl, “The Continuing Panel Technique,” July, 1943; Samuel 
G. Barton, “The Consumption Pattern of Different Economic Groups under War 
Changes,” July, 1943; and Stanley Womer, “Some Applications of the Continuous 
Consumer Panel,” October, 1944. 

2 David W. Wickens, Real Property Inventory (Washington, D. C.: U. S. Depart¬ 
ment of Commerce, 1937). 

8 The A. C. Nielsen Company, Chicago. 
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attention value, intensity of impression, memory value, and other 
characteristics of advertising” have been developed. The technique 
of writing questionnaires and interviews has been improved. How¬ 
ever, it is Tosdale’s conclusion, with which the authors are in agree¬ 
ment, that “little basis has been discovered for predicting specific 
types of human behavior in response to given specific situations. For 
the most part, conclusions are too general in nature and too indefinite 
in application to be helpful.” 1 

One may conclude discussion of this aspect of the consumer problem 
by remembering that the businessman does not restrict his efforts to 
finding just what the consumer wants; he uses persuasive methods of 
selling, to induce the buyer to accept what the company finds most 
profitable to manufacture. Few consumers are able to find just the 
kind of product that meets their individual needs. Consumers who 
know what they want—and there are many who do not know—have 
no good way of making their wants known directly to the manufacturer. 
The result is that most purchases of goods represent compromises— 
rather than go without, the buyer takes something that fails to give 
complete satisfaction. The seller must proceed with his manufactur¬ 
ing and selling program on the basis of information that he knows to 
be incomplete. One of the purposes of advertising is to overcome any 
reluctance on the part of the consumer to accept compromise. 

The Consumer Movement 

Reasons for its existence . From what has been said thus far, it is 
obvious that the incentive behind the seller’s interest in the buyer is 
the hope of realizing a profit. In the traditional free-enterprise 
philosophy little concern was felt for consumer buyers, since it was 
believed that when many retail selling units were competing freely 
with each other in local markets buyers could take care of themselves. 
Careful shoppers buying customary goods for household consumption 
were good judges of values and, by exercising their freedom to buy 
where they got the most for their money, they exerted a powerful 
control over price and production. Thus was the economic process 
coordinated through the machinery of a free market. 

In seeking an explanation of an organized and self-conscious con¬ 
sumer movement, one must take account of some rather fundamental 
changes that have weakened the bargaining power of the consumer and 
made him less important as a coordinating agency. First in im- 


1 Tosdal, op. tit. 
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portance, perhaps, is the growth of the factory system of production, 
which, along with the adoption of the corporate form of organization, 
has had several significant effects. Production has become specialized 
and a wide gap has opened up between producers and the ultimate 
users of the product. No longer are buyers familiar with production 
processes and fabrication materials as they were to a considerable 
degree in the simpler, handicraft economy. Dissatisfaction of buyers 
because of defects in manufacture or design cannot be brought home 
to producers with the same speed and forcefulness. 

Under factor production, also, not only quantity, but the number 
and variety of products h^ve increased. Innovation has proceeded at 
a much more rapid pace. Large-scale production has made necessary 
the investment of large j^mounts of capital in the form of plant and 
machinery, with the consequent heavier burden of fixed charges. 
Increase in size and scale of production has in turn resulted in the 
growth of corporations of such large size and economic power that, in 
many product lines, they have come to exert a dominant influence on 
the market. Price and production, which had been largely determined 
by the free choice of the consumer, are now to an increasing degree 
controlled by large-scale producing units. 

The pressures, of which the consumer has become increasingly aware, 
result largely from the conditions that have attended the growth of 
large-scale factory production. First must be noticed the pressure of 
advertising, much of it misleading, some of it untruthful, all of it 
aggressive. Weld reported $2,590,000,000 as the advertising bill for 
1929. 1 Large expenditure on advertising is both a cause and an effect 
of large-scale production of goods for mass consuming markets. Ad¬ 
vertising helps to expand demand in the early stages of growth of the 
business enterprise. When size has been achieved, and when fixed 
charges become an important element in total costs, rival enterprises 
hesitate to compete in terms of price. Each competitor tries to 
maintain his position in the market by means of brand advertising, 
product improvement, or some form of service. The larger the scale 
of operation, the heavier is the penalty incurred through a loss of 
patronage. Conversely, once overhead expenses are covered, the 
income from additional sales, after prime costs are met, is an addition 
to pure profits. Thus either way, there is powerful incentive to in¬ 
crease selling effort and advertising pressure on the consumer. 

Most advertising is built around a brand name or a trade-mark, 

1 L. D. H. Weld, “$1,920,000,000 is U. S. 1941 Advertising Bill,” Printers 9 Ink, 
Mar. 27, 1942. 
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which may serve as a means by which the buyer may identify the 
product in the retail store. Since manufacturers in general and many 
wholesalers have adopted the technique of brand advertising, the great 
multiplicity of brands has become confusing for the consumer. Con¬ 
fusion becomes worse confounded as rival advertisers claim superiority 
for their respective products. In the absence of expert knowledge of 
the product, the consumer is unable to pass intelligently upon the 
merits of these claims. He is taught to buy by brand. To the extent 
that the seller succeeds in establishing a preference for his brand, 
demand tends to become inelastic, and he is able to lift his product out 
of the ruck of price competition and maintain a satisfactory margin of 
profit. 1 

The difficulty of consumer choice has been increased not only by the 
multiplicity of brands, but also by a flood of new goods into the market. 
Many of these new products are technical in character—radios; auto¬ 
mobiles; and electrical goods for the home, such as washing machines, 
vacuum cleaners, refrigerators. Lacking technical information, the 
consumer has come to rely more and more on the representations made 
by the dealer and by the advertiser. Too often the advertising copy 
has been of the persuasive variety, with a minimum of useful informa¬ 
tion, while the dealer’s knowledge of the product is often incomplete. 

The business depression of the 1930’s made consumers sensitive to 
living costs, especially to costs of distribution. As prices fell, market¬ 
ing cost took a larger relative share of the consumer’s dollar. Con¬ 
sumer organizations were openly critical of advertising expenditures. 
Business was more or less made the scapegoat of the depression and 
government was openly solicitous of the interests of the consumer. 

There had been going on for some time, also, the education of con¬ 
sumers through the schools, through parent-teacher associations, 
women’s clubs, unions, and the Home Economics Association. The 
Bureau of Home Economics was established in the U. S. Department 
of Agriculture in 1923. New ideas about hygiene, nutrition, health, 
and safety were coming in. People generally had become more con¬ 
cerned about improving standards of living. They looked with a 
critical eye upon practices which appeared wasteful or harmful to 
health, or which smacked of deceit or fraud. This, in brief, is a view 
of the difficulties under which consumers labored in trying to adjust 
themselves to a rapidly changing market. Let us examine in what 
different ways consumers reacted to these pressures. 


1 Clair Wilcox, “Brand Names, Quality, and Price,” The Annals , May, 1934. 
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The consumer movement has been defined in the following terms: 

Broadly, the consumer movement seeks to make the consumer a wiser buyer 
and user of the products that she acquires in her capacity as a consumer. Essen¬ 
tially the purpose is to raise the standard of living of the consumer by giving her 
a clear perception of her wants and needs and by furnishing her with information 
that will help her to satisfy them. 1 

Forms of consumer action . Some earlier manifestations in the in¬ 
terest of consumers may be traced, but it was in 1927 with the ap¬ 
pearance of Your Money’s Worth , by Stuart Chase and F. J. Schlink, 
that an organiJSfl consumer movement may be said to have got under 
way. This book, which was highly critical of advertising, was followed 
at intervals by a series of publications the titles of which are a sufficient 
indication of their contents. 2 In 1929 Chase and Schlink, encouraged 
by the success of their book, organized Consumed Research, Inc. A 
confidential consumer advisory service was sold, listing products by 
brand name and representing them as “recommended," “inter¬ 
mediate,” and “not recommended." An Annual Cumulative Bulletin , 
or buying guide, was also issued. The organization was said to have 
a membership of 60,000. 

A somewhat similar organization operating under the name “Con- 
sumers , Union" was begun in 1936. By means of periodical bulletins 
and an annual buying guide, the organization “seeks to provide con¬ 
sumers with simple usable' information about consumed goods and 
services, covering price, quality, and wherever possible, labor con¬ 
ditions in the shops and factories producing such goods. Consumers' 
Union works with cooperatives and other consumer groups and with 
labor unions, in advancing the welfare of American families." By 
1942 the membership was reported to be about 50,000. 

A third organization, the Inter-mountain Consumers' Service, with 
headquarters at Denver University in Denver, Colorado, operates with 
objectives similar to those of Consumers' Research andConsumers'Union. 

1 Quoted from “Some Notes on the Consumer Movement” in McNair, Learned, 
and Teele’s Problems in Merchandise Distribution (New York: McGraw-Hill Book 
Company, Inc., 1942), p. 80. 

2 Arthur Kallet and F. J. Schlink, 100,000,000 Guinea Pigs: Dangers in Every¬ 
day Foods, Drugs and Cosmetics (New York: The Vanguard Press, 1933); M. C. 
Phillips, Skin Deep: The Truth about Beauty Aids—Safe and Harmful (New York: 
The Vanguard Press, 1934); James Rorty, Our Master’s Voice: Advertising (New 
York: The John Day Company, 1934); F. J. Schlink, Eat, Drink and Be Wary 
(New York: Covici, Friede, Inc., 1935); T. Swann Harding, The Popular Practice 
of Fraud (New York: Longmans, Green and Company, 1935); J. B. Matthews, 
Guinea Pigs No More (New York: Covici, Friede, Inc., 1936). 
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By 1940 the following organizations had interested themselves in 
consumer education through conferences, reports, and study programs: 
the General Federation of Women’s Clubs, the American Association 
of University Women, the National League of Women Voters, the 
American Home Economics Association, the National Congress of 
Parent-Teachers Associations and the National Federation of Business 
and Professional Women’s Clubs. 1 To these may be added the 
American Standards Association, which in 1936 organized an advisory 
committee on ultimate consumer goods. In 1938 an Institute for 
Consumer Education was established at Stephens College, Columbia, 
Mo., under the auspices of the Alfred P. Sloan Foundation, to engage 
in research, study, and education. A Council of Organized Consumers 
was set up in 1942 at the annual conference of Consumers’ Union, to 
federate local, regional, and national consumer groups. 

Government agencies and the consumer movement. The depression of 
the 1930’s made government solicitous of the interests of the consumer. 
As early as 1906, Congress had enacted the first Food and Drugs Act 
and the Federal Meat Inspection Act—both directed at practices that 
were harmful to the health of consumers. As already noted, a Bureau 
of Home Economics to carry on research and education in problems of 
consumption had been organized in 1923. The U. S. Department of 
Agriculture, for some years prior to 1933, had been developing standard 
grades for many food products and for textile fibers. These grades, 
for the most part, were not compulsory. 

The consumer’s interest was recognized in setting up codes of fair 
competition under the National Recovery Act in 1933 by the organiza¬ 
tion of a Consumers’ Advisory Board. Similarly a Consumers’ 
Counsel Division was set up under the Agricultural Adjustment Act. 
Except for the publication of the Consumers ’ Guide by the latter body, 
neither organization seems to have had much influence on the policies 
adopted under this legislation. 

Under the Wheeler-Lea Amendment to the Federal Trade Com¬ 
mission Act (1938), the commission became the agency of the Federal 
government to prevent the dissemination of false advertising of foods, 
drugs, health devices, or cosmetics. In the same year, Congress had 
passed the new Food, Drug, and Cosmetics Act, which prohibited “the 
sale of adulterated drugs or cosmetics, the use of false or misleading 
labeling, and the use of misleading containers.” 

Under its powers to control unfair methods of competition, the 
Federal Trade Commission in 1938 set up rules requiring the full and 
1 McNair, Learned, and Teele, op . dt . 
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accurate labeling of furs and garments made wholly or in part of fur. 
In 1939 the Wool Products Labeling Act became effective. This act 
required the full and accurate labeling of wool products. 

A Consumer Division was set up in 1942 in the Office of Price 
Administration. When, however, the administrator of the Emergency 
Price Control Act tried to require the grade labeling of rayon hosiery 
and of canned goods, as a necessary means of price control, Congress 
prohibited such action by a specific amendment to the act. A con¬ 
siderable controversy raged about this amendment, with the or¬ 
ganizations representing consumer interests on one side and the brand 
advertisers and advertising agencies on the other. The fact that the 
controversy was settled in favor of the brand advertisers is proof that 
government is not an agency set up exclusively to represent and protect 
the interests of consumers. Government represents the interests of 
business, of labor, and of agriculture, as well as the people in their 
capacity as consumers. If consumers want their interests recognized 
by government, they must organize for that purpose in the same way as 
any other group. 

Consumers ’ cooperative organization. Through the formation of 
consumer cooperative business groups, both retail and wholesale, 
consumers have organized to protect and promote their interests. 
This type of activity, which is generally associated with the Consumer 
Movement, must be sharply distinguished from the various methods of 
promoting consumer welfare already described. These methods are 
directed at and used by consumers who continue to function in the 
traditional economic manner, making their adjustments to the market 
as individuals and continuing as a part of a free-enterprise, profit¬ 
making system. 

Consumers organized into cooperating groups constitute a radical 
departure from a competitive economy. By going into business for 
themselves, consumers seek to build a parallel system of distribution 
on a nonprofit principle under their own control. Only in this way do 
they hope to assure themselves of fair treatment with respect to quality 
and price. This is something quite different from trying to reform the 
existing system of distribution. Detailed discussion of the cooperative 
type of distributive organization will be found at a later point (see 
Chap. XIII). 

Reaction of business to the consumer movement. 1 When Chase and 

1 Information for this section is based on McNair, Learned, and Teele’s “Some 
Notes on the Consumer Movement,” which see. See, also, “Labeling the Consumer 
Movement,” by Werner K. Gabler, a report published in 1939 by the American 
Retail Federation. 
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Schlink’s Your Money's Worth appeared in 1927, businessmen and 
advertisers offered an indignant rebuttal, and business interests were 
generally hostile to what they branded as the work of professional 
reformers who were not above making money for themselves by a new 
kind of exploitation of the consumer. However, when such reputable 
educational and consumer organizations as the American Home 
Economics Association and the General Federation of Women’s Clubs 
took up the fight, the attitude of business toward the movement 
changed. 

As early as 1911, Printers' Ink had drawn up a model statute aimed 
at preventing misrepresentation in advertising. The statute was 
adopted by 25 states. Good Housekeeping had established, in 1912, a 
practice of certifying to the truth of the statements made in its ad¬ 
vertising columns, and the American Gas Association, in 1925, had 
begun the work of providing standards for gas appliances. In 1927 
R. H. Macy and Company, Inc.,established its own bureau of standards 
for testing merchandise sold through its store. Other department stores 
followed its lead and, in 1928, the National Retail Dry Goods Associa¬ 
tion set up the Better Fabrics Testing Bureau to make tests for de¬ 
partment stores and manufacturers. 

In addition to the work of the Good Housekeeping Institute, men¬ 
tion should also be made of the Parents’ Magazine Advisory Service, 
the acceptance service of the American Medical Association Council 
on Foods, and the Fact Bulletin Service of the Better Business Bureau. 
Seals of approval of packaged and advertised foods and drugs were 
devised by Good Housekeeping Institute and the American Medical 
Association, respectively, and these seals appeared in the published 
advertising of manufacturers of these products. 

The better business bureaus, backed by local business associations, 
had been for some time working to raise the ethical level of competition 
and to promote “truth in advertising,” as set forth in the Printers' 
Ink statute. The National Association of Better Business Bureaus, 
working with the National Retail Dry Goods Association and the 
American Retail Federation, in 1937 formed the National Consumer- 
Retailer Relations Council—the first body to bring consumers and 
retailers together on an equal footing. Representing the consumers 
were the General Federation of Women’s Clubs, the American Asso¬ 
ciation of University Women, and the American Home Economics 
Association. The stated purposes of this organization were (1) to stim¬ 
ulate interest on the part of consumers, distributors, manufacturers, 
and the public in the value and use of adequate standards of consumer 
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goods; (2) to promote the use of uniform terminology in describing 
consumer goods and services; (3) to promote the use of informative 
labeling; (4) to promote the use of truthful and factual information in 
advertising; (5) to promote informative salesmanship; and (6) to 
develop and promote the use of suggested codes of ethics for both re¬ 
tailers and consumers. 

The interest of consumers in the quality of the goods that they buy 
was intensified during the Second World War by the action of many 
manufacturers in degrading their product lines under the combined 
stress of limitation on materials and price control. 1 Rationing regula¬ 
tions stimulated demand for the better grades of goods under ration¬ 
ing control, and control over prices and profit margins, in certain prod¬ 
uct lines like clothing, took cheaper grades off the market. The con¬ 
sumer, in general, paid higher prices for less quality. When, with the 
end of the war emergency, materials are in more abundant supply, it 
may well be that this condition will be reversed. 

This discussion of the problem of the consumer may appropriately be 
concluded with the following quotation from Neil H. Borden’s The 
Economic Effects of Advertising 2 

It is believed that sellers should recognize both the right and the desirability 
of individual consumers and consumer groups to be aggressive in furthering 
methods to educate other consumers and to provide additional desired product 
information. In keeping with the postulates of a free economy, this study of 
advertising has advocated freedom of choice and freedom in the use of influence. 
But the use of influence permeates a democratic society. If sellers use influence 
in their advertising and personal selling, then they must recognize that consumers 
on their part should be equally free to use influence. 
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QUESTIONS 

1. Distinguish between the ultimate consumer, the industrial consumer, and the 
institutional consumer. 

2. How do you explain the emphasis in economic literature on the role of produc¬ 
tion to the neglect of the function of consumption? 

3. What explains the increasing awareness of producers as a class to consumers 
as a class? 

4. What is meant by “high-level consumption”? 

5. What are some of the effects of family composition and the expenditure of 
income? 

6. Give examples of the effect of religion, race, nationality, habit, and custom 
on purchasing for consumption. 

7. How do you explain regional differences in consumption? 

8. What factors are operating to modify demand as between urban and rural 
groups? 

9. What has been the trend of family and individual income and savings since 
1935-1936? 

10. How do consumers in the United States spend their incomes? 

11. How did the war affect consumer expenditures? 

12. What is Engel's law? 

13. How has the principle stated in Engel's law been modified by present-day 
family expenditure? 

14. What are some of the methods used by the businessman to determine the 
nature of the demand for consumers' goods? 



146 MARKETING 

15. What has the psychologist to contribute to a study of consumer demand? 

16. What is the consumer movement? 

17. What has the consumer a right to demand from the businessman? 

18. What is the businessman willing to concede to the consumer? 

19. What agencies offer advisory services to the consumer? 

20. Discuss the grade-labeling controversy. 

21. Differentiate between the role of the consumer in a static society and in the 
modern economic world. How do you explain the difference? 

22. Why has the businessman placed so much emphasis on the study of the 
consumer? 

23. To what extent has the nature of the consumer, from an economic point of 
view, increased the risks of businessmen? 

24. How would itoi classify the factors that influence the nature of consumers' 
wants? 

25. What effects do changes in the income levels of families have on their pattern 
of expenditures? Which major items in the budget would increase in relative 
importance as income rises? Which would decline? 

26. “The increasing concentration of the population in urban centers has had a 
profound effect on their consumption behavior/’ How do you explain this statement? 

27. What sources of data can the business manager use in approaching demand 
problems? What kinds of technical tools are available? 

28. What has been the principal strength of the consumer movement to date? 

29. Is there any need for a consumers' movement in the United States? 

30. What forms has the consumer movement taken in the United States? 

31. What topics would you suggest as worthy of research in connection with the 
consumer? 



CHAPTER VIII 

INTRODUCTORY CONCEPTS OF RETAILING 

From the point of view of those who operate retailing agencies, re¬ 
tailing is that part of the marketing process that is concerned with 
making goods and services available to ultimate consumers. From the 
point of view of those who patronize retailers, retailing is the purchase 
of goods and services by persons who will use them to satisfy their own 
wants and desires. The various types of retailers thus stand between 
the manufacturers and wholesale middlemen on the one hand, and the 
ultimate consumer on the other, in which position they perform various 
services for each. 

Originally both retailers and manufacturers were dominated by whole¬ 
sale middlemen, particularly the full-line or service wholesalers. The 
manufacturer, faced with a seller’s market and the production problems 
arising therefrom, was quite ready to entrust his marketing problems to 
specialists not directly under his control. The retailer, doing business 
for the most part on a small scale, either found it uneconomical to 
purchase directly from the primary source of production or discovered 
that the vendor refused to sell to him except through a middleman. 

The evolution of the present-day marketing structure has meant, in 
part, a radical shift in the strategy of each of these groups of agencies. 
The producer, who has had to operate in a buyer’s market with result¬ 
ing increased competition and backed by growing financial power, has 
tended increasingly to by-pass the wholesale middleman. In this at¬ 
tempt, he has been aided by the development of large-scale retailers, 
who are large enough, in some cases, to contract for the entire output 
of individual manufacturers. Wholesale middlemen, in turn, faced with 
these developments, have assumed both manufacturing and retailing 
functions in order to be able to compete. Such shifts in the strategy of 
each group must be kept in mind in order that the emergence of new- 
type retailing agencies may be understood. 

Functions of Retail Marketing Agencies 

The primary functions of retailing are not different from those al¬ 
ready discussed in Chapters II to V; they include buying, selling, finan¬ 
cing, personnel, accounting and record keeping, and risk bearing. 
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Buying functions . The retailer seeks to adapt quantitatively and 
qualitatively the goods that producers have to sell to the buying habits 
and wants of consumers. For the consumer, then, living in an economy 
in which he no longer can be self-sufficient, the retailer acts in much 
the same capacity as a buying agent, seeking to anticipate the con¬ 
sumer’s ever-changing desire. It is this primary relationship which 
explains why retailing has remained for the most part a small-scale, 
nonmechanical type of operation located close to the consumer’s place 
of residence; it explains also, why retailing constitutes the most expen¬ 
sive of all the marketing services. 

While it is axiomatic that the retailer acts as a buying agent for his 
customers, it is true, also, that he buys with an eye to his own interest, 
choosing those lines which will yield the highest margins of net profit. 
He is not above using persuasion to induce his customers to accept the 
kinds of goods that he has selected, at the prices he quotes, and with 
the services he is willing or able to offer. In the long run, however, that 
retailer succeeds best who learns intimately the needs and wants of 
his patrons, and who adapts his merchandising policies and practices 
to their satisfaction. If the buying function is well performed, the con¬ 
sumer will be able to buy what he wants in a minimum of time at a 
price he is able to pay. At the same time, the retailer will be able to 
adjust his prices in relation to the cost of his service so as to realize 
a reasonable net profit. 

Selling . For wholesalers and manufacturers, the retailer is primarily 
important as a sales outlet. While, as will appear later, this historic 
function has been modified to make it less important on branded and 
advertised goods, selling by the retailer is still the decisive factor in the 
sale of new products. The use of functional efforts other than strong 
personal salesmanship varies with the size of the retailer; some units, 
such as the Great Atlantic and Pacific Tea Company, use all advertis¬ 
ing media; others, such as department stores, are important users 
of newspaper space, while the many small-scale units make little use of 
published advertising. 

A subsidiary function of selling that distinguishes the retailer from 
other marketing agencies is that of adapting the unit of sale by breaking 
bulk to the size and quantity desired by the consumer. 1 The retailer 
buys a case of canned corn containing 24 cans; he sells in units of one 
or more to the customer. This small-unit purchasing habit of the con- 

1 An extreme example of such adaptation is the delicatessen store in a section of 
Chicago which sold bread by the slice, heads of cabbage by quarter sections, or rad¬ 
ishes by individual pieces, just prior to the war. 
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sumer is one of the chief causes of the high cost of retailing. The irregu¬ 
larity with which the small unit is purchased adds to the cost. 

Financing . The retailer who secures merchandise on credit from 
wholesalers and manufacturers, in turn, extends various types of credit 
to the consumer. 1 In general, three principal types of consumer credit 
can be differentiated: (1) capital-goods financing, (2) income-period 
financing, and (3) deficit-period financing. 2 The characteristic of capi¬ 
tal-goods financing is that the credit arrangements extend to goods 
that have high unit value and relatively long periods of usefulness. 


TABLE 27.—TYPES OF CONSUMER FINANCING IN THE 
UNITED STATES, 1923-1937* 

‘ (in millions of dollars) 


As of Dec. 31 

Consumers’ 

capital 

financing 

Income- 

period 

financing 

Consumers’ 

deficit 

financing 

Total 

1923 

$1,610 

$2,150 

$ 597 

$4,357 

1925 

■ 1 

■ 

710 

5,510 

1927 

2,660 


915 

6,375 

1929 

3,710 


1,133 

8,183 

1931 

2,440 

2,550 

1,452 

6,442 

1933 

1,620 

1,830 

1,357 

4,807 

1935 

2,710 

2,290 

1,080 

6,080 

1937 

4,330 

2,900 

1,096 

8,326 


* Rolf Nugent, op. cit., p. 124 (based upon a rearrangement of Table 11). 


The value of the goods involved exceeds the amount of the obligation, 
so that, by reclaiming the asset, the creditor is in a position to protect 
his investment. Income-period financing is a short-run credit service 
based upon rather informal, as well as formal, credit arrangements 
designed to permit consumers to purchase goods pending the receipt of 
wages, or to accumulate purchases and arrange for their payment in 
a lump sum. Deficit-period financing occurs during depression periods, 
when consumers are likely to be faced with periods of unemployment. 
Usually the goods purchased are consumed immediately, so that the 
obligation created cannot be secured through reclaiming the goods, 
but rather by seizing other assets of the debtor. Table 27 summarizes 
the importance of each type of credit in past years. 

1 The consumer has the alternative in any credit purchase of securing the necessary 
sums of money from specialized financial institutions or of deferring payment to the 
retailer. 

2 Rolf Nugent, Consumer Credit and Economic Stability (New York: Russell 
Sage Foundation, 1939). 
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In certain situations, notably in the sale of consumed durable or 
“hard” goods, these credit arrangements become a major factor in 
selling, while in the case of cash-and-carry stores they disappear alto¬ 
gether, so far as the retailer is concerned. Needless to say, credit is a 
major cause of risk in retailing, at the same time that it is a principal 
weapon in the strategy of competitive selling. 

Selling of services. The retailer is primarily a seller of services to 
the consumer. These services begin with merchandising —the ability 
to have the right product in the right place, at the right time, at the 
right price, and in the right amounts. This, in turn, involves the loca¬ 
tion of his store at a point easily accessible to the buyer, especially for 
those goods that are purchased every day. Service is inherent, also, in 
the proper performance of the buying function; in the extension of 
various types of credit;In making delivery to the consumer; in provid¬ 
ing attractive store surroundings; in allowing goods to be taken on ap¬ 
proval; in adjusting customer complaints; and in numerous other ways. 

Retailing is, perhaps, the most difficult part of the marketing process 
to perform, and certainly it is the most expensive. It employs more 
people and is subject to more criticism than is any other segment of the 
marketing structure. For vast numbers of consumers living in cities 
who lack direct contact with the primary sources of supply, the retail 
store is the only means of access to the essentials of living. For pro¬ 
ducers of consumers 7 goods, the retail store is the ultimate point of 
contact with the users of their products. Here in the retail store the 
battle of the market is fought out to a final conclusion. 

Classification of Retail Enterprises 

Retail stores may be differentiated according to lines of products 
handled, services performed, geographical territory served, type of 
operation, type of legal organization, and volume of sales. While it is 
possible to indicate the types of stores in each classification, it is ob¬ 
viously not possible to follow through, except in the reports of the 
Bureau of the Census, with a detailed discussion of retail types accord¬ 
ing to each of these principles of classification. 1 

Stores , by types of products . Retail stores classified on this basis 
fall into two groups: (1) those listed as selling foods, general merchan¬ 
dise, automotive supplies and equipment, wearing apparel, etc.; and 
(2) stores selling convenience, shopping, or specialty goods. Table 28 
shows the retail sales of the principal commodities in recent years. For 

1 Census of Business: Retail Trade, 1989, Vol. I (Washington, D. C.: Government 
Printing Office, 1943). 
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TABLE 28.—SALES OF RETAIL STORES, BY PRINCIPAL KINDS OF BUSINESS, 1929-1945* 

Kind of business | 1929 | 1933 | 1935 | 1936 | 1937 | 1938 | 1939 | 1940 | 1941 | 1942 | 1943 | 1944 | 1945, 

Volume of sales (in millions of dollars) 
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Automotive. 

Building materials, hardware. 

Home furnishings. 

Jewelry. 

Total durable goods. 

Apparel. 

Drug stores. 

Eating and drinking. 

Food. 

Filling stations. 

General merchandise. 

Other stores. 

Total nondurable goods. .. 

Total—all retail stores. . 

Automotive. 

Building materials, hardware. 

Home furnishings. 

Jewelry. 

Total durable goods. 

Apparel. 

Drug stores. 

Eating and drinking. 

Food. 

Filling stations. 

General merchandise. 

Other storesf. 

Total nondurable goods... 
Total—all retail stores.. 


* U. S. Department of Commerce, Survey of Current Business. , 

t In cl udes food and farm supply; fuel and ice; liquor, books, newsdealers, and stationery; cigar stores; florists; office equipment and supplies; and all others 
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purposes of analysis, the table breaks down these products into durable 
goods, with the subgroups automotive, building materials and hard¬ 
ware, home furnishings, and jewelry; and nondurable goods, with the 
subgroups apparel, drugs, eating and drinking places, food, filling 
stations, general merchandise, and “all other.” 1 Total sales have fluc¬ 
tuated from a low point of 24.5 billions in 1933 to a high of 74.6 billions 
in 1945, with no allowance for changes in price levels. Food stores 
predominate, accounting for 22.6 to 27.6 per cent of total sales. The 
impact of the war has caused a steady rise in the importance of this 
group since 1937. General-merchandise stores (including department 
stores) rank s&fond, with 14.2 to 20.3 per cent of the total sales; these 
stores have never equaled their 1929-1933 per cent in recent years. 
Normally, automotive salesrooms rank third in importance. The con¬ 
version of industry to Wartime production in 1942, however, has meant 
that sales of this group by 1944 were only about one-third as important 
relatively as in 1941. Apparel stores account for 7.4 to 10 per cent of 
total sales. 

One of the most interesting changes brought about by the war has 
been the sharp rise in sales volume and relative importance of eating 
and drinking places. Between 1929 and 1939, sales varied from 4.4 to 
8.4 per cent of total retail sales. Beginning in 1942, however, as food 
supplies became scarcer, as rationing restrictions became more severe, 
and as more women worked in war plants, sales mounted sharply, 
reaching a peak of 13.6 per cent of total retail sales in 1945, thus re¬ 
flecting the increased tendency for people to eat away from home. With 
the decline in automobile sales and the small gasoline rations available 
to civilian motorists, the sales of filling stations fell from a peak of 7.1 
per cent of the total in 1938 to only 3.7 per cent in 1944; some slight 
recovery was registered during 1945. 

The total number of stores in each kind of business in 1939 was as 
follows: food stores, 560,549; general merchandise stores, 89,955; wear¬ 
ing apparel, 106,959; furniture and household, 52,827; automotive, 
60,132; filling stations, 241,858; building and hardware, 79,313; eating 
and drinking places, 305,386; drugstores, 57,903; and all other kinds, 
215,473. Subdivision of retail stores into convenience-goods stores, 
shopping-goods stores, and specialty-goods stores emphasizes the buy¬ 
ing habits of consumers. As a result, no accurate data have been col¬ 
lected to indicate the relative importance of each grouping. 

Stores classified by services performed . Classification of retail stores 

1 Durable goods are commonly referred to as “hard lines,” while nondurable 
goods are referred to as “soft lines.” 
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on this basis is not, of itself, a completely independent system; rather, 
it cuts across other bases. Moving from the least to the fullest service, 
five important types of establishments may be defined. The automatic 
vending machine, often overlooked as a type of retail selling, performs 
the smallest group of functions for manufacturers, wholesale middle¬ 
men, and consumers. In order, other stores may be designated as self- 
service, cash-and-carry, limited-service, and full-service stores. 

Stores , by location . Retail stores are located in small towns, in rural 
shopping centers, and in urban centers. Within the urban centers, re¬ 
tail stores may be found in neighborhood locations, particularly on so- 
called “string streets,” where clusters of stores develop; in neighbor- 


TABLE 29.—RATIOS OF STORES AND SALES BY SIZE OF CITY* 


Size of group 


j Sales 

Population 

1939 

1929 

1939 

1929 

1940 

1930 

Cities of more than 30,000 

42.9 

44.3 

57.1 


38.7 

38.8 

Cities of 10,000-30,000.. . 

10.7 

10.7 

12.8 

11.81 

14.0 

13.6 

Cities of 5,000-10,000.... 

6.9 

6.8 

7.2 

6.7 J 

Cities of 2,500-5,000. 

6.1 

6.4 

5.6 

5.8 

3.8 

3.8 

Places of less than 2,500.. 

33.4 

31.8 

17.3 

17.7 

43.5 

43.8 


* Census of Business: Retail Trade, 19S9 , Vol. I (Washington, D. C.: Government Printing Office, 
1943). 


hood shopping districts, usually found at the intersection of important 
transportation arteries; in the central shopping districts; or in suburban 
locations, as the city grows and population and trade begin to decen¬ 
tralize. The importance of location as a competitive element will be 
discussed in later chapters in relation to the important types of retailing 
structures. 

The distribution of stores and sales in cities of different size is set 
forth in Table 29. There was little change over the 10-year period, 
except in the 5,000 to 30,000 population groups, where a slight increase 
in sales took place, with corresponding shrinkage in the cities over 
30,000 and in the two smaller groups. The concentration of sales in the 
larger cities and the great disparity of sales in relation to population in 
places of less than 2,500 reflect significant differences in the purchasing 
power of these two segments of the population. A considerable increase 
in number of stores took place in this last group of cities, where sales 
were relatively stationary. 

The Census of Business (1939) reported separately retail sales for 
140 metropolitan districts. Each such district includes a central city, 
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with all contiguous areas having a population of 150 or more per square 
mile. In 1939 these districts had slightly more than one-half of all re¬ 
tail stores in the United States, and these accounted for 62 per cent of 
total retail sales, 65 per cent of all retail employees, and 70 per cent of 
the total pay roll. 

StoreSy by type of managerial operation . Two separate groupings are 
possible here, one emphasizing the development of particular types 
such as independents, chains, etc., and the other emphasizing the effect 
of integration. The outline below lists the important types to be found: 

A. Nonintegrg^pd stores 

1. Independents 

a. One-store 

b. Two-store 

c. Three-store 

2. Small department stores 

а. General 

б. Specialty 

B. Integrated stores 

1. Corporate chains 

a. Regular 

b. Supermarket 

2. Voluntary chain stores 

a. Retailer sponsored 

b. Wholesaler sponsored 

c. Manufacturer sponsored 

3. Mail-order companies 

4. Department stores 

a. Single unit 

b. Chains 

5. Direct selling outlet 

a. Agricultural 

b. Manufacturing 

6. Consumers' cooperative 

This basis of classification is the one that will be followed, in the 
main, in the discussion that follows. 

The Census of Business: Retail Trade distinguishes only between in¬ 
dependent stores, chain stores, and other types. 1 Changes in the relative 
importance of each type are set forth in Table 30 as measured by num¬ 
ber of units and by dollar volume of sales reported in the Census of 
Business: Retail Trade. 

It is clear from Table 30 that the increase in number of stores has 
been among the independents rather than among the chains, where an 
actual decrease in number occurred. The independents had 90.4 per cent 

1 The separate chapters dealing with each important type of retail store will include 
the definition of each. 
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of the number of stores in 1929 and 93 per cent in 1939, while their 
share of total sales declined from 77.6 to 74.7 per cent. Chains, on the 
other hand, had only 7 per cent of the stores in 1939 as compared with 
9.6 per cent 10 years earlier. This decrease in stores was accompanied 
by an increase in sales per store. A more detailed picture of the im¬ 
portance of each type of operation, by kind of business, is reserved for 
later chapters. 


TABLE 30.—COMPARISON OF STORES AND SALES 
BY TYPE OF OPERATION* 


Types 

Number of stores 


Per cent of total sales 

1939 

1929 

1939 1 

1929 

1939 



1929 

Total, all types... 

1,770,355 

1,543,158 

$42,041,790 

$49,114,653 

100.0 

100.0 

100.0 

100.0 

Independents.... 

1,624,665 

1,380,607 

31,409,859 

38,124,439 

74.7 

73.3 

71.2 

77.6 

Chains. 

129,195 

151,712 

9,105,825 

9,964,547 

21.7 

23.3 

25.2 

20.3 

Utility-operated 
stores. 

4,836 

4,053 

151,539 

163,371 

0.4 

0.4 

0.3 

0.3 

Direct selling 
(house-to-house) 

5,199 

1,661 

153,397 

93,961 

0.4 

0.4 

0.7 

0.2 

Mail-order (cata¬ 
logue) houses. . 

434 

271 

537,413 

515,237 

1.3 

1.3 

1.0 

1.0 

Commissaries... . 

2,007 

1,347 

148,248 

115,583 

0.3 

0.3 

0.4 

0.3 

Farmer & consum¬ 
er cooperatives. 

3,698 

1,709 

224,375 

116,995 

0.5 

0.3 


0.2 

State liquor stores 
Other tvnes. 

2,618 

3.703 

1.798 

249,430 

61.704 

20.520 

0.6 

0.1 

0.5 

0.2 

1.2 

0.1 


* Census of Business: Retail Trade, 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943). 

Stores , by volume of sales . The only workable basis for indicating 
the size of retail establishments is to use volume of sales. Considered 
from the point of view of number and size of stores, retailing is distinct¬ 
ly a small-scale business. In 1939 more than 54 per cent of all retail 
stores did less than $10,000 of sales (see Table 31). In the aggregate, 
the 958,972 stores in this group accounted for only 9.1 per cent of total 
sales, though they employed 18.6 per cent of the labor force engaged 
in retailing. At the other end of the scale, stores with annual sales ex¬ 
ceeding $100,000 accounted for only 3.5 per cent of the number of 
stores, but they had 42.3 per cent of the total sales. This group of stores 
employed 42.6 per cent of the total labor force. Annual sales per per¬ 
son employed (including proprietors) were $5,517, while for the smallest 
group stores sales per employee were only $2,612. 
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TABLE 31.—ANALYSIS OF SALES OF RETAIL STORES BY SIZE 
GROUPS, INDEPENDENTS AND CHAINS COMBINED, 

FOR 1939, 1935 AND 1929* 


Size group f 


$300,000 and over: 

1939... 

1935. 

1929. 

$100,00G-$299,999: 

1939. 

1935. 

1929. 

$50,000-$99,999: 

1939. 

1935. 

1929. 

$30,000-$49,999: 

1939. 

1935. 

1929. 

$10,000-$29,999: 

1939. 

1935. 

1929. 

Less than $10,000: 

1939. 

1935. 

1929. 


Stores 

Sales 

Number 

Per cent 

Amount 

Per cent 

12,630 

0.7 

$9,855,631,000 

23.4 

8,443 

0.5 

6,879,155,000 

20.9 

15,029 

1.0 

12,323,766,000 

25.5 

KKH 

2.8 

7,955,285,000 

18.9 

. 37,196 

2.4 

5,828,224,000 

17.7 


4.2 

9,786,669,000 

20.2 

93,318 

5.3 

6,394,703,000 

15.2 

72,562 

4.6 

4,989,553,000 

15.2 

127,148 

8.6 

8,631,797,000 

17.9 

133,221 

7.5 

5,077,007,000 

12.1 

119,705 

7.5 

4,581,413,000. 

14.0 

173,269 

11.7 

6,617,169,000 

13.7 

522,117 

29.5 

8,938,632,000 

21.3 

415,165 

26.1 

7,114,216,000 

21.6 

468,885 

31.8 

8,349,491,000 

17.3 

958,972 

54.2 

3,820,532,000 

9.1 

935,634 

58.9 

3,486,428,000 

10.6 

630,025 

42.7 

2,620,760,000 

5.4 


* Census of Business: Retail Trade, 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943). 

t Size groups for 1935 exceed the total by 987 stores and $87,777,000 of sales, to avoid disclosures of 
individual store data. 

QUESTIONS 

1. Outline and discuss each of the principal functions of retailing. 

2. How does a shift from sellers' to buyers' markets affect the retailer's position 
in the marketing structure? 

3. How do the buying and selling functions of retailers, differ from those of the 
wholesale middlemen, if at all? 

4. Of what importance are the various bases for classifying retail establishments? 

5. What important changes have taken place in the composition of retail sales 
since 1929? What effects did the Second World War have? Rationing? Price- 
level changes? 

6. How does the type of retail operations affect location? 

7. How do differences in managerial practices affect the type of retail operations? 

8. What trends have taken place in the scale of retail operations? In what com¬ 
modity fields have these been most apparent? 




















CHAPTER IX 

THE INDEPENDENT SMALL-SCALE RETAILER 


The independent retail store is usually separate in ownership and 
operation from any other retail store; it specializes in performing in one 
location the retail functions described in the preceding chapter, and 
the proprietor of such a store usually acts as manager. This concept 
of the independent store has been modified in the last two decades to 
the degree that the individual store has become a member of a volun¬ 
tary chain. This development is described in a later chapter. 

According to the Census of Business, independent stores include all 
types of retail operation except chain stores and general merchandise 
stores of the mail-order type. This definition is of considerably less 
value than the one given above. Inasmuch as department stores, volun¬ 
tary chains, and cooperatives will be separately discussed, the remain¬ 
der of this chapter will be concerned with independent stores of the 
conventional type. Such stores are distinguished as single-store or 
multi-unit types, and these in turn are broken down into the general 
store, the limited-line or single-line store, the specialty store, the small 
department store. Variations of these types proceed from differences 
in size, location, types of product handled, and amount of service given. 

Development of Independent Retail Stores, by Types 

The orthodox small-scale retail establishment (with some modifica¬ 
tion) continues to dominate the entire retail structure so far as number 
of units and dollar volume of sales are concerned. Their importance 
is far reduced from that of the days preceding the Civil War, however, 
and the types of independent store have undergone sharp changes as a 
result of the development of large-scale, integrated retailing. A variety 
of factors, described in the following chapter, explain this, transition. 
It should be noticed that the independent store (as well as other com¬ 
petitive types) has changed as the nature of the goods manufactured 
has undergone technological change. Thus the early bicycle stores 
were replaced by automobile and auto accessory dealers, only to reap¬ 
pear as bicycle riding was revived; and the early phonograph shops 
were replaced by the modern radio dealer. The changing geographical 
arrangement of population in the urban centers has affected the devel- 
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opment of retailing institutions, which are dependent for their growth 
to an important degree on location. 

Peddlers. In earlier days when people were, for the most part, en¬ 
gaged in agriculture, the meager offerings of manufactured goods were 
hauled through the country on the peddler’s wagon, or in a pack carried 
on his back. Payment was taken in kind, when monetary payments 
were not forthcoming. The storekeeper was found at first only in the 
larger cities, and later in the larger towns and villages. Survivals of the 
peddler type of retailing remain in the sparsely populated sections of the 
country, but the volume of such trade is of little economic importance. 

Direct-seating methods. From truck-farming regions adjacent to 
medium-sized and small cities, farmers bring in vegetables, fruit, ber¬ 
ries, and dairy produce for sale to housewives. In the larger cities, 
retail peddlers obtain supplies of perishables in the wholesale markets 
for sale to consumers from their trucks and wagons. The rapidly 
disappearing pushcart trade on the lower East Side in New York is an 
outstanding example. Recent enactment of zoning laws and heavy 
license fees have served to restrict this type of peddling in many com¬ 
munities. In a sense, this type of peddling and huckstering cannot 
properly be classed as direct selling, but is rather the activity of small 
dealers competing with farmers in the sale of their products. 

Farmers have experimented with sales of perishable produce by 
parcel post. While a few examples of successful merchandising of high- 
grade fruit by this method may be noted, this form of direct selling by 
producers has not made much progress. Perhaps the development of 
roadside markets has had much to do with the abandonment of parcel- 
post selling. The roadside market is an adjustment of the location of 
the retail operation to the heavy traffic of consumers traveling for 
pleasure over main-line highways. 1 This type of market reverses the 
earlier process by which the farmer brought his produce to the con¬ 
sumer; now the consumer comes to the farmer. No data are available 
to show the national importance of such markets for farm produce; 
in the aggregate the volume must be great, but it is probably only a 
small percentage of the total that moves through city retail stores. 2 3 

Roadside retailing is not confined to farm produce but includes the 
sale of gasoline, oil, tires, and other automobile supplies; lodging and 

1 Roadside stands operated by city dealers are found in considerable numbers on 

the outskirts of large cities, but the produce sold from these stands is largely bought 
in the wholesale market, rather than from the farms. 

3 The Census of Business: Retail Trade , 1989, reported 18,014 market and roadside 
stands with total sales of $103,162,000. 
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lunchroom service; and the sale of soft drinks, novelties, rugs, quilts, 
pottery, etc. One large tire manufacturer operating a national chain of 
service stations has projected a large-scale plan for merchandising con¬ 
sumers’ durable goods and clothing, in addition to automobile acces¬ 
sories and supplies, through these stations. The possibilities of roadside 
retailing have yet to be fully exploited. 

Public markets. A type of direct selling by farmers through public 
markets in cities is a survival of a kind of marketing which was once 
generally prevalent in this country, when cities were smaller, and which 
still is important in most other countries. In some cities where such 
markets have been built, farmers who rented stalls have found it neces¬ 
sary to buy from wholesalers in order to complete their stock. Retail 
dealers have invaded such markets, bringing supplies from the whole¬ 
sale markets. They have thus enjoyed a subsidy that was not open to 
other retailers with whom they were in competition. In the larger cities, 
distances from many residential sections to such centrally located mar¬ 
kets arc too great to make consumer buying convenient. 

House-to-house selling. This type of direct selling by the manufac¬ 
turer to consumers is, again, a survival of the old technique of peddling. 
Books and magazines, brushes, pictures, aluminum ware, sewing ma¬ 
chines, vacuum cleaners, tea, coffee, cosmetics, and clothing are sold in 
this manner by specially trained salesmen or canvassers. “This type 
of retailing,” says the 1939 census, “is composed in part of a solid foun¬ 
dation of regular business conducted year after year by well-established 
national distributors . .. and a fluctuating superstructure of spasmodic 
house-to-house selling of almost anything that happens to be available 
in excess at distress prices.” Costs of selling are high, since they include, 
as well as the salesman’s commission, the cost of supervision through 
district offices and costs of advertising. Several calls may be necessary 
before a sale is completed. Opportunity for comparison of competing 
product is not available, as in the retail store. Success in this type of 
selling depends upon the extent to which the confidence of the con¬ 
sumer can be won by the salesman or by the manufacturer through 
advertising. House-to-house selling has been abused by some unscrupu¬ 
lous salesmen, and in some communities the practice has been forbid¬ 
den by city ordinance. 1 The 1939 census reported 5,199 establishments 
engaged in house-to-house selling, with total sales of $153,397,000. 

The types of retailing thus far described are generally referred to as 
“direct-selling” methods. 1 Used mostly in the marketing of farm pro- 

1 The Green River ordinance of Green River, Wyo., 1933. 

2 The huckster and many roadside stands are indirect. 
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duce, they are survivals of methods prevalent in an earlier day, when 
markets were more local in character and direct contact of producer 
with consumer was the rule rather than the exception. Further ex¬ 
amples of direct selling are the retail sales of bakeries, restaurants, 
candy shops, custom tailors, etc., where a manufacturing process is in¬ 
tegrated with retailing. Such units are not usually classed as engaged 
in direct selling, since they also sell goods that are not of their own 
manufacture. Manufacturers operate chains of retail stores, which by 
this fact become direct-selling units, but here again a conflicting prin¬ 
ciple of classification, type of operation, dictates that such stores be 
discussed alc®g with other varieties of chain stores. In some of their 
manifestations they represent a reaction from a too indirect and too 
costly method of marketing. In this sense, they are not so much sur¬ 
vivals as they are adaptations of well-established principles of selling 
to new conditions. These methods still offer a field for the enterprise 
of the small operator with little capital but plenty of energy and in¬ 
dustry. 

Types of Present-day Stores 

The general store . As its name implies, the general store handles 
a considerable variety of merchandise without much attempt at de¬ 
partmental organization. 1 These stores, which are found principally 
in the nonurban sections of the South Atlantic, East and West South 
Central, and West North Central states, serve the varied needs of 
people living on farms and in those villages and small towns where the 
population base is too small to permit specialization by type of product. 
They give a high degree of service to their customers, particularly with 
respect to the variety of merchandise handled and the amount of credit 
extended. Frequently payment in kind is taken from farmers, especially 
in the cotton- and wheat-growing sections; and it is not uncommon for 
proprietors to buy and sell these commodities at wholesale. The general 
store evolved in the nineteenth century and reached its peak probably 
around 1890. Factors external to this type of store were responsible for 
its decline. 

The growth in size of cities meant not only a loss of patronage but 
competition, as well, from stores specializing in one or a few lines of 
merchandise. At the same time, people living on farms or in small vil- 

1 A partial list of such merchandise includes food of all kinds, beverages, men’s 
and women’s clothing and accessories, shoes, dry goods, furniture, floor coverings, 
radios, household appliances and housewares, pictures, building materials, hardware, 
paint, drugs, cosmetics and toiletries, stationery, cigars, and farm implements, 
supplies, feeds, and seeds. 
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lages were given a transportation medium—the automobile—which 
permitted them to widen their purchasing range. In an opposite man¬ 
ner, the development of the rural free-delivery system made it possible 
for mail-order companies to reach the general stored customers regu¬ 
larly. Newspapers, magazines, motion pictures, and the radio whetted 
the appetites of the rural population for merchandise not stocked in the 
general store. The force of these factors making for change has resulted 
in a general store—where it continues to exist—that boasts a modern¬ 
ized appearance and displays merchandise more competitive with that 
of stores located in the larger centers. At the present time, this type of 
store accounts for less than 2 per cent of all retail sales. 

Limited-line stores . The limited-line store is the typical independent 
store of the present-day marketing structure. It may be located in a 
small town, in the neighborhood business section of a large city, or in 
outlying shopping districts, as well as within those that are central. By 
definition, it is a single-unit, small-scale, owner-operated store, hand¬ 
ling one line of merchandise that accounts for the major proportion of 
sales. Some of these stores have two or three units, and some of them 
have an annual volume of sales large enough to permit a degree of de- 
partmentation. 

The small department store. Limited-line stores handling conven¬ 
ience goods are found side by side with shopping-goods stores in the 
neighborhood shopping districts of large cities. Here they compete, as 
, well, with the small department or general-merchandise store, which 
stands midway between the large corporate store and the limited-line 
store. The small department store evolves naturally from the general 
store by arranging several lines of merchandise into departments for 
convenience of display and sale. Considerable patronage is obtained by 
such stores, because they handle a greater variety of shopping and 
convenience goods than does the limited-line store. They further deviate 
from the orthodox concept of an independent store by introducing some 
specialization, both in management and in performance of the buying 
function. 

While there probably have been such stores in the United States ever 
since the beginning of cities like Boston, New York, and Philadelphia, 
the important growth of this type of retail establishment synchronizes 
with the beginnings of factory production, which could make available 
large quantities of standardized merchandise. At the same time, the 
trend toward urban concentration of population furnished a basis for 
success by bringing together a sufficient number of consumers to pro¬ 
vide the necessary volume of sales. 
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The specialty shop . Specialty stores are a development of the latter 
part of the nineteenth and the first quarter of the present century. They 
reflect a trend in manufacturing toward product differentiation, to 
avoid price competition. These stores depend for success on the ability 
of the management to persuade consumers to purchase goods on the 
basis of nonprice factors. 

Specialty stores are a variant of the limited-line store and are char¬ 
acterized by the handling of a carefully selected line of merchandise for 
which the consumer is willing to make a special purchasing effort. Be¬ 
cause these goods are of comparatively high unit value, such stores 
must attempts reach the largest number of potential customers and, 
therefore, are generally located in the shopping areas of urban and sub¬ 
urban centers. Goods sold in specialty stores are defined as “those 
which have some pafticular attraction for the consumer other than 
price, which induces him to put forth special effort to visit the store 
handling them.” 1 Examples of such goods are women’s clothing and 
accessories, men’s clothing, men’s hats, jewelry, athletic goods, art 
goods, etc. It is important to note that specialty shops may be either 
independent or of the chain variety and that some independent spe¬ 
cialty shops may be departmentized, where sales volume permits. 

Economic Characteristics of Independent 
Small-scale Retailing 

Sales volume . Data compiled by the U. S. Department of Commerce 
are now available to measure changes in the importance of sales of in¬ 
dependent retail stores since 1929 (see Table 32). These sales have 
fluctuated between a low of about 18 billion dollars in 1933, and a high 
of 48.4 billion dollars in 1943, or from 73 to 78.5 per cent of total retail 
sales. The relative importance of the sales of this group has remained 
remarkably steady since 1937, indicating clearly that independent 
stores dominate the retail structure and, when viewed as a whole, have 
remarkable staying power. 2 3 

A more detailed view of the relative importance of independent 
stores by principal kinds of business is obtained in Table 33. From this 
table it is apparent, first, that this type of store is more important 
within the class of durable goods than for nondurable goods. Within 

1 Harold H. Maynard, Walter C. Weidler, and Theodore N. Beckman, 

Principles of Marketing (New York: The Ronald Press Company, 1939), p. 30. 
This distinction was originally made by Melvin T. Copeland in Principles of Mer¬ 
chandising (New York: McGraw-Hill Book Company, Inc., 1924). 

3 Many retail stores reported by the census as independent are members of volun¬ 
tary chains (see Chapter XII). 
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the durable-goods category, sales of independent stores have fluctuated 
between 86.3 and 90.7 per cent of total sales in the period 1929-1943; 
for nondurable goods, the range has been between 69.1 and 75.7 per cent. 

For those independent stores selling durable goods, sales are uni¬ 
formly high for all kinds of business except automobile parts and ac¬ 
cessories. In three fields—motor vehicles, farm implements, and hard¬ 
ware—the percentages have been generally above 95 per cent. In the 


TABLE 32.—RETAIL SALES OF INDEPENDENT STORES, 1929-1943* 


Year 

Sales 

(in millions of dollars) 

Percentage 
of total 

1929 

38,047 

78.5 

1933 

17,899 

73.0 

1935 

24,751 

75.5 

1936 

29,378 

76.6 

1937 

32,724 

77.6 

1938 

29,181 

76.7 

1939 

32,472 

77.2 

1940 

36,006 

77.6 

1941 

43,056 

77.6 

1942 

43,498 

75.6 

1943 

49,249 

77.3 


* U. S. Department of Commerce, Survey of Current Business, February, 1944, p. 13. 


remaining groups the percentages have generally exceeded 80 per cent. 
Independent stores have shown increases in sales of motor vehicles, 
but have lost ground continuously in the sales of automobile parts and 
accessories, except in 1942 and 1943. 

Sharp variations between different commodity lines are apparent 
in the sale of nondurable goods. Shops for men’s clothing and women’s 
apparel, drug-stores, eating and drinking places, other food shops, 
filling stations, and “all other” stores show percentages consistently 
above 75. At the other extreme, independent variety stores have sales 
varying between 8.8 and 17.1 per cent of the total. The effects of ration¬ 
ing during the Second World War resulted in increasing the importance 
of the independents in many fields, owing apparently to their better 
supply contacts. Over the entire period, independents have gained 
most rapidly in the sales of eating and drinking establishments and 
filling stations, while losing ground most significantly in department- 
store and mail-order operations. 

Locational factors . Despite the limited financial strength of the 
independent proprietorship, there appear to be no locational limita- 








TABLE 33.—RELATIVE IMPORTANCE OF INDEPENDENT RETAILERS, BY KINDS OF BUSINESS, 1929-1943 

(percentage of total retail sales in each kind) 
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Kind of business 

urable goods: 

Motor vehicle. 

Auto parts and accessories. 

Building materials. 

Farm implements. 

Hardware. 

House furnishings. 

House appliances. 

Jewelry. 

Total. 

ondurable goods: 

Men’s clothing. 

Women’s apparel. 

Shoes. 

Drugs. 

Eating and drinking. 

Grocery and combination'. 

jOther food. 

Filling stations. 

Department stores and mail order.. 

Variety. 

Other stores.. 

Total. 

Total—all stores. 


* U. S. Department of Commerce, Survey of Current Business. (Computations by the authors.) 
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tions applicable to the independent store. This type of retail agency is 
found in cities of all sizes and in all sections of large cities. By far the 
greatest proportion of these stores sell convenience goods, but it has 
been indicated already that independents also deal in substantial 
amounts of shopping and specialty goods. Their limited financial 
strength affects the amount of space that they can occupy in any given 
location, but it does not serve to exclude them completely from desir¬ 
able locations. This characteristic of locational adaptability constitutes 
one element of strength in maintaining the competitive position of the 
independent retailer. 

It is axiomatic that as cities increase in population they become bet¬ 
ter able to support more retailing operations. Thus in 1939, in cities of 
100,000 or larger (accounting for 29.6 per cent of the population), there 
were 31 per cent of all independent stores, having 41 per cent of the total 
volume of trade for all independents. Rural areas, on the other hand, 
with 41.1 per cent of the population, had 48 per cent of the total number 
of independent stores, with 26 per cent of the total business of this group. 

Size of store. On the basis of 1939 census data, nearly two out of 
every five independent retail stores in the United States had annual 
sales of less than $5,000, whereas only ^ of 1 per cent of the stores did 
an annual volume of $300,000 or more (see Table 34). 1 Stores selling 
less than $5,000 each annually, had total sales amounting to only 4 


TABLE 34.—PERCENTAGE DISTRIBUTION OF NUMBER AND SALES 
OF INDEPENDENT STORES, BY SIZE OF STORE* 


Annual sales volume 



$300,000 and over. 
$100,000-$299,999 
$50,000- $99,999 
$30,000- $49,999 
$20,000- $29,999 
$10,000- $19,999 
$5,000- $9,999 
Less than $5,000.. 


* Census of Business: Retail Trade, 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943 ). 

1 These figures are somewhat distorted by the inclusion in the census data of sales 
of department stores and stores of miscellaneous types. 
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per cent of the combined sales of all independent stores in 1939; almost 
150,000 stores did less than $1,000 of business each! On the other hand, 
less than 3^ of 1 per cent of the stores having sales of over $300,000 
for the year 1939, did over one-fifth of the total business. Thus the 
problem of the independent retailer centers around the typical small 
volume of business done by most stores, even though some can and do 
secure a larger volume of business. 

Costs of operation. Because of the varied records kept by independ¬ 
ent proprietors and because of their exclusion, usually, of compensation 
for personal services from their costs, it is almost impossible to obtain 
a set of expeflle figures that is completely satisfactory. Data compiled 
from census material can give only the most general comparisons and, 
because of the limitations indicated, they fail to give an accurate picture 
of the extent to whidi independent retailers have higher costs than 
their competitors. 1 Moreover, differences in selection of goods, in loca¬ 
tions, and in services make any comparisons most difficult. A great 
many individual studies are available, but comparisons that can yield 
dependable conclusions are almost impossible to make. One study 2 * * con¬ 
cludes that independent-store expenses were 35.48 per cent of sales, 
as compared with 28.41 per cent for chains and 25.3 per cent for mail¬ 
order houses. 

Mortality rates . The small scale of operation and the limited finan¬ 
cial capacity of the typical independent proprietor are reflected in a 
very high mortality rate. Various studies reveal that the causes of 
failure, in their order of importance, are lack of capital, incompetence, 
unwise credit policies coupled with a failure to collect accounts, over¬ 
buying, bad location, and poor accounting methods. A recent survey 
covering the years 1940-1941 concludes that the rate of business turn¬ 
over based on the ratio of new, discontinued, or transferred business to 
the total number of operating businesses was two or three times as great 
for businesses having fewer than four employees as for those with four 
or more employees. 5 

The data of Table 35 show that of the stores entering business any¬ 
time within the period specified the percentages indicated were not in 
business after the lapse of one or more years. In Poughkeepsie, for ex¬ 
ample, 64.3 per cent of retail stores in existence at the beginning of 

1 Ralph S. Alexander, et at., Marketing (New York: Ginn and Company, 1940), 
pp. 231-239. 

2 R. B. Sharbrough, “Statistical Problems in Food Distribution,” Journal of 

Marketing , April, 1939, pp. 380-88. 

8 U. S. Department of Commerce, Survey of Current Business, July, 1944, p. 13. 
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a period had discontinued by the end of the fifth year. New stores enter 
the field as others fail or discontinue. This easy entry of new firms and 
their elimination under the stress of competition is entirely consistent 
with our idea of a free market in which the “fittest” will survive. A 
question might well be raised, however, as to whether we are not paying 
too heavy a price in terms of social, as well as economic, costs to effect 
this process of selection. There is ample evidence that maladjustment 
is present. Census data already presented (see page 153) show that the 
increase in retail stores that took place in the decade 1929-1939 was 
mostly in those areas where population and purchasing power were 
already low. In a study of grocery-store locations in Chicago, it was 
found that in 1935 many neighborhood areas small in population had 


TABLE 35.—LIFE SPAN OF COMBINED RETAIL GROUP* 
(percentage of concerns discontinuing at a given age) 


Years of life 

Poughkeepsie 

(1844-1933) 

Colorado towns 
(1927-1932) 

Illinois towns 
. (1926-1930) 

1 

29.6 

40.8 

27.9 

2 

14.2 

14.3 

14.7 

3 

9.4 

6.7 

13.1 

4 

6.2 

5.9 

3.3 

5 

4.9 

4.3 



* Problems of Small Business, p. 8. 


more stores per 1,000 persons than did larger areas. It was found also 
that lower income areas supported proportionately more retail stores. 1 

That an excess of small business units is a drag on economic efficiency 
is evidenced by what happened in the readjustment of our economy 
for war purposes. Says one authority: 

For example, as a result of the disappearance of about a half-million small 
businesses during the war a very substantial increase in over-all economic 
efficiency was achieved. Substantial amounts of resources were released for 
more urgent uses. The shift of demand from withdrawing businesses to sur¬ 
vivors required much less than a proportional increase in the use of capital and 
labor by the latter. It is probable that nearly a million persons were released 
for other activities by the disappearance of these businesses. At the same time, 
substantial economies in the use of capital were effected. 2 

1 Edward A. Duddy and David A. Revzan. “The Location of the South Water 
Wholesale Fruit and Vegetable Market in Chicago.” Journal of Business, October, 
1939. 

2 Howard R. Bowen, “Turnover of Business Enterprises,” Journal of Business of 
the University of Chicago , April, 1945. 
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A democratic society is faced with the dilemma of preserving free 
entry into the market while at the same time avoiding the excessive 
waste that comes with maladjustment and a high rate of business fail¬ 
ure. Positive control over entry into business is obviously undesirable, 
but there is evidence of an emerging government policy under which 
government (1) “will place information and technical assistance at the 
disposal of both prospective entrepreneurs and active businessmen, 
(2) aid small businesses to secure adequate capital, (3) remove dis¬ 
criminatory legal and social obstacles to the successful operation of 
small business.” 1 

Competitive Advantages and Disadvantages 

Advantages . One <©f the principal advantages of the independent 
retailer arises out of the fact that the owner is also the active manager. 
This active management, with resulting personalization of service and 
flexibility of operation is manifested in several ways: (1) adaptability 
of operations to any locality, (2) ability to adapt hours of operation 
and services to customers known personally, (3) ability to adapt mer¬ 
chandise to the needs of customers, and (4) ability to adapt prices to 
local conditions. 

Because of these operating advantages, because of the ability to 
utilize lower rent sites, because of the typical small scale of operations, 
and because all those employed are active selling personnel, many inde¬ 
pendent stores have costs which are lower than those of other types 
of retail stores, in spite of the evidence of cost studies to the con¬ 
trary (see page 166). 

Disadvantages . Limited financial strength and limitations in the 
managerial capabilities of the proprietor are the primary disadvantages 
of independent retail-store operation. Limited financial strength re¬ 
flects itself in an inability to buy large stocks of merchandise at the 
most favorable prices. Further, it means that the operator cannot afford 
to use specialized labor or to hire capable personnel, nor can he rent 
the most favorable sites. Finally, insufficient funds make it impossible 
for him to use advertising mediums on any extended basis. 

Poor management has already been mentioned as one of the many 
causes of the high mortality rates prevailing among retail independents. 
Managerial failure may be due to the proprietors inexperience, his 
inability to capitalize on his own resources, his lack of training in re¬ 
tailing, or his general incompetence. Such weaknesses of retail-store 


'Ibid. 
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operation as poor location, poor layout, poor use of control mechanisms, 
overextension of credit, and poor display of merchandise all result from 
managerial inefficiency. 

Survival of the Independent Small-scale Retailer 

One of the remarkable phenomena in marketing has been the tend¬ 
ency for the independent store to dominate the retailing structure, 
regardless of increased competition from large-scale, integrated units, 
and in spite of its own inherent weaknesses. For entire comprehension 
of this phenomenon, it should be understood at the outset that many 
people have an urge to go into business for themselves, regardless of 
their aptitude for business management and in reckless disregard of 
the capital requirements or of the experience necessary for succeeding. 1 
Persons who have retired after having accumulated some savings, 
those who are subject to irregular employment, and persons who have 
some handicap that stands in the way of employment at occupations 
requiring much physical effort go into retailing. The alternative, in 
many cases, is that of going on relief, remaining idle, or becoming de¬ 
pendent on the assistance of relatives. The field is open to anyone who 
wants to try. 

Survival among many small retailers is explained by the fact that 
in these instances the retail store is a family enterprise. Some members 
of the family who have a principal occupation elsewhere work in the 
store evenings and during week ends; no outside hired labor is em¬ 
ployed, and the store is kept open long hours. The family often lives in 
the rear or above the shop and may even own the building in which it 
is located. Should it be a food store that is being operated, the family 
gets its own supply at wholesale prices. Customers pay higher retail 
prices in return for the convenience of location, the almost continuous 
service, and the privilege of buying on credit. The actual out-of-pocket 
expenses of these establishments is indeed very small. 

Apart from the problem of the very small business is the problem 
of survival of the independent owner-operated store, which does busi¬ 
ness generally on a small scale. Such stores, not including the group 
with sales under $10,000, had average annual sales per store of $40,835 
in 1939. Chain units had average sales of $73,914. The ratio of average 

1 A poll taken by Fortune Magazine (February, 1940) indicated that 65 per cent of 
the population desired to be in business for themselves, whereas only 25 per cent 
indicated a preference to work for someone else. Nearly one-half (46.5 per cent) of 
the persons interviewed answered affirmatively to the question, “Do you think you 
will ever try it?” 



170 


MARKETING 


sales (per store) of independents to average sales of chains in 1929 was 
7.2; by 1939 this ratio had fallen to 5.2, largely by reason of the reduc¬ 
tion in the number of chain-store units. In the battle to survive against 
the competition of large-scale, integrated retail organizations, radical 
changes have taken place in the type of organization and the methods 
of operation of independent retailers. It is sufficient at this point to in¬ 
dicate briefly what these changes are, leaving detailed discussion of 
them to follow in later chapters dealing with the defense of the inde¬ 
pendent retailer against large-scale, integrated competitors. 

There has been, first, an attempt through the organization of super¬ 
markets to tftvelop a type of store through which the economies of 
large-scale operation could be achieved in a single-unit store. Along 
with this increase in size and scale, self-service was introduced as a 
means of lowering operating costs. So successful has been the operation 
of supermarkets in meeting price competition that they have been 
taken over by the chains and made the basis of a still more vigorous 
kind of competition. 

Antedating the supermarket was the development of the retailer- 
cooperative chain, which integrated the wholesale function with retail¬ 
ing and helped the small-scale.independent realize some of the econ¬ 
omies of large-scale buying. In further imitation of the chain-store 
technique, the wholesaler has taken the initiative in organizing so- 
called “voluntary” chains of independent retailers. All these methods 
introduce new types of large-scale integrated retailing, which are given 
separate attention in the chapters that follow. 

Future success of the independent store lies not only in the direction 
of integration and large-scale operation, but in the direction of improv¬ 
ing the quality of management, as well. To this end, training in manage¬ 
ment may well accomplish considerable improvement. Many manu¬ 
facturers and wholesalers \yhose principal retail outlets are independent 
stores are finding it to their advantage to furnish aids to management 
as well as training. Upon the success of these methods depends the 
degree to which the independent retailer can be kept free from econ¬ 
omic stagnation. 1 


QUESTIONS 

1. In how many different ways can the term “independent retailer” be defined? 
What is the significance of each from a marketing viewpoint? 


1 For a highly critical view of the flexibility of the independent retailer in meeting 
competition see Quincy Adams, “Notes on Business Population Data,” Journal of 
Marketing , October, 1945, pp. 173-175. 
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2. What have been some of the evolutionary forms taken by the independent 
retailer in reaching his present status? 

3. What are some of the more important forms of operation of independent 
retailers today? In what commodity fields does the independent tend to concentrate? 

4. How do you explain the continued importance of the independent retailer? 

5. What are the characteristics of independent retailers in terms of sales volume, 
costs, location, and size? 

6. To what extent has the adaptability of the independent retailer to various 
locations served to give him a semimonopolistic advantage? 

7. How may many of the advantages of the independent retailer be related to the 
factor of flexibility? 

" 8. How does the small scale of the retailer’s operations affect his costs? 

9. What basic disadvantages do independent retailers have to overcome? 

10. How do you explain the survival strength and continued relative importance 
of the independent, in spite of the known high mortality rate? 

11. What, do you forecast, will be the role of the independent in the future under 
continued competition? Under economic planning? 

12. How has the continued high level of importance of the independent retailer 
affected the marketing structure? 



CHAPTER X 


THE DEPARTMENT STORE AND 
MAIL-ORDER COMPANIES 

Meaning of Department Store 

The department store is the complete representation, at the retail 
level, of a large-scale, integrated, full-functioning marketing institu¬ 
tion. It handles a wide variety of goods, including such categories as 
women's ready-to-wear clothes and their accessories, men's and boys' 
wear, piece goods, household wares, and home furnishings. Organiza¬ 
tionally, a department store is a large-scale enterprise separated (usu- 
ually) into specialized departments for purposes of performing mer¬ 
chandising, promotion, service, accounting, and budgetary control 
functions; it is integrated vertically so as to absorb varying degrees 
of the wholesale and manufacturing functions. 

Data available from the Census of Business (see Table 36) empha¬ 
size the commodity aspect of the department store. From this table 
it is evident that 29 per cent of department-store sales in 1939 con¬ 
sisted of women's and misses' apparel and accessories, while over one- 
tenth was for shoes aifd for children’s and men's clothing. Furniture 
and household departments accounted for another 22 per cent, while 
dry goods and small-ware departments did one-tenth of the total. 

Another characteristic of the department store is that it is primarily 
an urban institution depending upon the mass patronage of women for 
its successful operation. Because of this dependency upon the patron¬ 
age of women, these stores typically offer a wide range of services to 
attract them. 1 Data available for 1939 reveal that 315 out of 4,074 such 
stores were located in 14 cities, with 500,000 or more population, and 
that they did better than 40 per cent of the combined sales of all de¬ 
partment stores (see Table 37). Thus, as a result of population con¬ 
centration and the accompanying concentration of purchasing power, 
only 17 per cent of the population in 1939 contributed more than two- 
fifths of the total sales of all department stores. On the other hand, 
2,711 stores in cities and unincorporated places of less than 50,000 

1 Many department stores, because of this patronage factor, also attempt to attract 
more men by establishing specialized “stores for men” within the framework of the 
general organization. 
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population, comprising nearly two-thirds of the total population, did 
about one-fifth of the business. 

Within the larger urban centers, department stores, because of the 
requirements of mass patronage and the large size of the physical plant, 
are found in either the central or outlying shopping districts. Such lo* 
cations are most easily accessible to the largest numbers of persons, 
and this patronage in turn helps to furnish the economic support needed 
for the building requirements of the department store. 


TABLE 36.—PERCENTAGE DISTRIBUTION OF DEPARTMENT-STORE 
SALES IN 1939, BY MAJOR DEPARTMENTS * 



Per cent of total sales 

Department 

Total 

store 

Main 

store 

Basement 

store 

Apparel: 

Women’s and misses’ accessories. 

15.1 

13.0 

2.1 

Women’s and misses’ apparel. 

14.2 

11.7 

2.5 

Men’s and boys’ wear. 

11.4 

9.8 

1.6 

All shoes. 

5.9 

4.7 

1.2 

Infants’ and girls’ wear. 

3.9 

3.3 

0.6 

Total, apparel. 

50.5 

42.5 

8.0 

Furniture and household departments... 

21.9 

20.9 

1.0 

Dry goods and small wares. 

10.0 

9.1 

0.9 

Restaurants, candy, and foods. 

3.6 

3.6 


All other departments. 

14.0 

13.7 

0.3 

Total, all departments. 

100.0 

89.8 

10.2 


* Census of Business: Retail Trade , 1939 , Vol. I (Washington, D. C.: Government Printing Office, 
1943). 


Evolution of the Department Store 

The introduction of the department store in the 1860's marked the 
beginning of “modern" retailing, because those who were identified 
with its inauguration broke with the tradition of the small shop, with 
its emphasis on a high degree of personal service, quality of product 
(much of it custom made), and a predilection for small volume at wide 
margins of profit. The early department stores made a beginning of 
mass display and mass selling of factory-made goods, priced and styled 
to appeal to the large “middle class" population of fast-growing 
cities. They marked the beginning of large-scale, integrated operation, 





























174 


MARKETING 


which is common to the department store, the chain store, and the 
large mail-order enterprise of today. 

If we seek for an explanation of the appearance of the department 
store a£ an effective competitor of the small-scale retailer, we must find 
it in the increased volume and lower cost of domestic manufacture that 
made larger quantities of goods available at prices within the reach of 
most consumers, and in the increasing urbanization of the population. 
Urban population increased from 16 per cent of the total in 1860 to 
36.1 per cent in 1890. This concentration of population in the larger 


TABLE 37.—DEPARTMENT STORES AND SALES, 1939, 
BY CITY-SIZE GROUPS * 


City-size group 

Stores 

Sales 

Per¬ 
centage of 
popula¬ 
tion 

Number 

Percentage 
of total 

Amount 

Percentage 
of total 

500,000 or more.... 

315 

7.7 

$1,675,296,000 

42.1 

17.0 

250,000-499,999. . . 

195 

4.8 

693,825,000 

17.4 

5.9 

100,000-249,999. . . 

344 

8.4 

456,199,000 

11.5 

5.9 

50,000- 99,999. . . 

509 

12.5 

356,766,000 

9.0 

5.6 

10,000- 49,999. . . 

1,786 

43.9 

599,140,000 

15.1 

13.2 

5,000- 9,999... 

611 

15.0 

122,794,000 

3.1 

5.1 

2,500- 4,999... 

224 


35,363,000 

0.9 

3.8 

Under 2,500. 

90 


37,615,000 

0.9 

43.5 

Total. 

4,074 

100.0 

$3,974,988,000 

100.0 

100.0 


* Census of Business: Retail Trade , 1939, VoL I (Washington, D. C.: Government Printing Office, 
1943). 


cities set the stage for a mass-selling technique based on newspaper 
advertising, wide variety and attractive display of merchandise, and 
moderate prices. 

Thus the department store achieved volume sales sufficiently large 
to make a direct approach to the manufacturer. By assuming whole¬ 
sale buying and warehousing functions, the department store was in a 
position to demand price concessions from the supplier, while the small 
retailer continued to buy through the wholesaler. The manufacturer, 
in turn, was volume-minded, since increased volume was the road to 
lower cost of production. The small scale retailer with his highly in¬ 
dividualized demand was not a channel through which the manufac¬ 
turer could force into the market the large quantities of goods that his 
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improved machines were capable of producing. The department store 
for the first time offered a modified mass-selling outlet to match the 
mass production of the manufacturer. 

In seeking to explain the early success of the department store, one 
should not overlook the improvements in local transportation within 
the cities that made it possible to concentrate buyers in large numbers 
in central shopping districts. The novelty and convenience of buying 
many different kinds of goods in a single store and the larger cash 
income of city populations employed in manufacture and trade, in 
contrast with the small spending power of those employed mainly in 
agriculture were additional factors. Some of the consequences of the 
introduction of the new principle of integrated large-scale operation 
on the marketing structure will be revealed in the chapters that follow. 

Nystrom 1 alleges that the department store had its origin in the 
Bon March6 in Paris in the 1850’s or early 1860’s. Departmentization 
of general-merchandise stores in the United States was begun in the 
1860’s, Jordan Marsh in Boston and A. T. Stewart’s (now Wana- 
maker’s) in New York being examples. The period of most rapid 
development was through the 1870’s and 1880’s; by 1900 the depart¬ 
ment store was fully established. Since 1919, this type of retail store 
may be said to have reached a point of relative stability, though 
important internal changes have since been effected. 

The single-unit department store dominated the field up to the 
middle 1920’s. Beginning about that time, the chain department 
store, which had been introduced by the J. C. Penney Company, was 
given new impetus by the introduction of a new chain under the control 
of Sears, Roebuck and Company. The depression of the 1930’s gave 
these low-price chains, with their economy appeal, an advantage over 
the higher priced department store, with its emphasis on service. 
Movement of population in cities from the center to the suburbs has 
created a problem of readjustment for the centrally located department 
store. Note must also be taken of the effective competition of 
specialty shops in style-goods lines and a growing tendency for manu¬ 
facturers of wearing apparel to operate their own retail stores. 2 

1 Paul H. Nystrom, Economics of Retailing (New York: The Ronald Press 
Company, 1930), Vol. I. 

2 Boris Emmet is authority for the statement that “it is patent that the newer 
retailing competition has been growing at a much faster rate and that much of the 
arrest of department-store progress has been due to the diversion of retail trade into 
the newer retail distribution channels.” [See Department Stores (Stanford Uni¬ 
versity, Calif.: Stanford University Press, 1930), p. 70.] 
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Organization and Operation 

Department stores are homogeneous with respect to type of organi¬ 
zation and operation. They may be classified as independents, 
ownership groups, and corporate chains. The independent depart¬ 
ment store of the orthodox type is the single-unit corporate type 
operated in a single city and not affiliated with department stores 
in other cities. Corporate department-store chains represent a com¬ 
petitive development that will be discussed in pages 186-188; they 
need no additional explanation at this point, except mention that 
one group oljghains is distinctive because of its ownership and con¬ 
trol by mail-order companies. Ownership-group stores are depart¬ 
ment stores brought under central ownership for purposes of 


TABLE 38.—NUMBER AND SALES OF DEPARTMENT STORES, BY TYPE 
OF OPERATIONS, 1929, 1935, 1939 * 


Type 

Number 
of stores, 
1939 

Sales, 

1939 

Percentage of total sales 

1939 

1935 

1929 

Independent. 

1,371 

$2,312,279 

58.2 

61.4 

72.1 

Chain. 

2,672 

1,194,517 


26.7 

16.7 

Mail order. 

24 

464,289 

11.7 

11.7 

11.2 

Other tvpes. 

7 

3,913 




Total. 

4,074 

$3,974,998 

100.0 

100.0 

100.0 


♦ Census of Business: Retail Trade , 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943). 


achieving certain economies and promotional profits, but each 
store is permitted to operate independently of any central mana¬ 
gerial control and, accordingly, does not differ much from an inde¬ 
pendent store. 

Census data classify department stores on a somewhat different 
basis into independent, chain, mail-order, and other types (Table 38). 

Chains had over one-half of the stores in 1939, but the independents 
with about one-third of the stores, accounted for 58.2 per cent of the 
total department-store sales in that year. Chains, in terms of sales, 
nearly doubled in relative importance between 1929 and 1939, with 
30 per cent of the total department-store sales in the latter year; at 
the same time, the department stores operated by mail-order houses 
accounted for 11.7 per cent. 

Certain department stores in the larger cities have found it advisable 
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to open branch stores in the outlying urban and suburban shopping 
areas, as an adjustment to an increasingly decentralized population 
and in order to compete more favorably with specialty stores catering 
to trade in these locations. In addition, those stores with customers 
in the higher income brackets operate branch stores on a seasonal basis 
in the more important summer- and winter-resort centers. 

Many department stores have leased departments. 1 Many also 
operate special basement “stores,” which cater to lower income groups 
than those which usually patronize the upstairs store. In 1939, base¬ 
ment stores did about one-tenth of all department-store business. 
These basement stores, in addition to selling merchandise purchased 
especially for them, act as outlets for the clearance of odds and ends 
from the regular departments. 


TABLE 39.—RELATIVE IMPORTANCE OF ALL DEPARTMENT-STORE 

SALES, 1929-1943 *t 


Year 

Sales 

(in millions) 
of dollars) 

Percentage 
of total 
retail sales 

Year 

Sales 

(in millions 
of dollars) 

Percentage 
of total 
retail sales 

1929 


9.0 

1938 

3,692 

9.7 

1933 

■3 

10.4 

1939 

3,975 

9.5 

1935 

3,311 

10.1 

1940 

4,266 

9.2 

1936 

3,766 

9.8 

1941 

5,027 

9.0 

1937 

3,993 

9.5 

1942 

5,566 

9.6 




1943 

6,100 

9.6 


* U. S. Department of Commerce, Survey of Current Business. 
t Includes mail-order house sales. 


Economic Characteristics 

Importance . Separate data are not available with which to measure 
the sales importance of the orthodox department store, but such data 
as are available since 1929 indicate that sales of all department stores 
have fluctuated between 2.5 and 6.1 billion dollars annually, or from 
9 to 10.4 per cent of the total volume of retail trade (see Table 39). 
Although the peak of sales in 1943 was nearly two and one-half times 
the 1933 volume, it is interesting to note that the relative importance 


1 Leased departments are departments leased to independent proprietors or to 
operators of corporate chains. They are operated as an integral part of the depart¬ 
ment store. Census data for 1939 indicate a total of 13,229 such departments, with 
5,568 operated by chains. 
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of department-store sales declined slightly; since 1936 there has been 
practically no change. Thus, although the Second World War 
established sales of department stores at all-time peaks (owing, in most 
part, to increase in price levels), this increase has been made only at 
the same rate as that for total retail sales. 

Additional data are available for measuring the trend of department- 
store sales since 1919 (see Table 40). From 1922 to 1929, sales built 
up to a peak relative to a 1935-1939 base; declined to a low point in 
1933, commensurate with the depressed conditions elsewhere; rose to 
a secondaryjseak in 1937; declined sharply in 1938; and then rose 
sharply to an all-time high in 1944—186 per cent of the base period. 


TABLE 40.—FEDERAL RESERVE BANK INDEX OF AVERAGE MONTHLY 
U. S. DEPARTMENT-STORE SALES, 1919-1944 * 

(1935-1939 = 100) 


Year 

Index 

Year 

Index 

1919 

83 

1932 

75 

1920 

99 

1933 

73 

1921 

92 

1934 

83 

1922 

94 

1935 

88 

1923 

105 

1936 

100 

1924 

105 

1937 

107 

1925 

110 

1938 

99 

1926 

m 

1939 

106 

1927 

114 

1940 

114 

1928 

115 

1941 

133 

1929 

117 

1942 

150 

1930 

108 

1943 

168 

1931 

97 

1944 

186 


* U. S. Department of Commerce, Survey of Current Business. 


Locational factors. The department store is primarily a shopping 
center catering to women and depending upon large consumer traffic 
for success. In addition, there is an urgency to increase sales volume in 
order to spread the overhead expense of the physical plant over as large 
a sales volume as possible. Table 29 deals with the rural versus the ur¬ 
ban aspect of location. The need for locating department stores in the 
shopping centers of the large urban places is emphasized further when 
it is kept in mind that the sales of the average department store in 1939 
exceeded $975,000, as oompared with sales of about $20,000 for the 
average independent store. Not only do the central and outlying shop¬ 
ping centers make possible the necessary customer traffic by their loca- 
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tion, but they generally attract sufficient capital to provide adequate 
building facilities. Through the presence of competitive units, these 
locations provide the shopping atmosphere so necessary to department- 
store success. The importance of these centers to department-store suc¬ 
cess is further evidenced by the fact that in 1939 the average depart¬ 
ment store in cities of 2,500 to 5,000 persons had sales of only $157,871. 
Only the larger cities could make possible a type of retail store that 
could account, as Macy’s in New York did recently, for over one million 
dollars of business in a single day! 1 

Size. The Census of Business defines a department store as a store 
having a minimum annual sales volume of $100,000* Data available 
for 1939 indicate that 14.5 per cent of all department stores had sales 
of one million dollars or more, and that their combined sales volume ac¬ 
counted for 73 per cent of total sales for this type of store (see Table 
41). The smallest department stores—those with sales of $100,000 to 


TABLE 41.—DEPARTMENT STORES AND SALES, ANALYZED 
BY SIZE GROUPS, 1939* 


Size of group 

Stores 

Sales 

Number 

Per cent | 

Amount 

Per cent 

$1,000,000 and over. 


14.5 

$2,899,144,000 

72.9 

$500,000-1999,999. 

571 

14.0 

385,565,000 

9.7 

$300,000-$499,999. 

816 

20.0 

316,345,000 

8.0 

$100,000-$299,999. 

2,097 

51.5 

373,944,000 

9.4 

Total. 

4,074 

100.0 

$3,974,988,000 

100.0 


* Census of Business: Retail Trade , 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943). 


$300,000—amounted to 51.5 per cent of all stores, but had combined 
sales amounting to only 9.4 per cent of the total. 

Costs . Data compiled by the Bureau of Business Research of Har¬ 
vard University reveal that the expenses of department stores were 
such as to require increasingly larger gross margins (net sales minus 

1 That the department store is the outstanding type of store in both central and 
outlying shopping centers is revealed by census data of 1935 sales available for the 
city of Chicago. Data for that year show that department stores located in the 
Loop (the central shopping district) accounted for nearly 44 per cent of the total 
volume of retail trade in the district but represented only 1.6 per cent of the number 
of stores. The total sales volume of the eight department stores was $121,000,000, 
as against slightly more than one billion in retail trade in the city as a whole. 
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cost of goods) between 1929 and 1943. Thus, the gross margin went up 
from around 33 per cent at the beginning of the period to over 38 per 
cent in each year after 1940 (see Table 42). In 6 out of 15 years, de¬ 
partment-store operations have resulted in losses, even before any al¬ 
lowances were made for income taxes; in one year net profits were zero; 
and in two other years they did not exceed H of 1 per cent. Income from 


TABLE 42.—SELECTED OPERATING STATISTICS FOR 
DEPARTMENT STORES, 1929-1943* 

(as per cent of net sales) 


Year 

Returned 
goods > 

Gross 
■ margin 

Total 

expenses 

Net 
profit f 

Total income 

Before 

income 

taxes 

After 

income 

taxes 

MMM 

11.15 

33.5 

32.3 

1.2 

4.3 


.Hki 

11.85 

33.3 

33.9 

L0.6 

2.6 


1931 

11.45 

33.1 

35.9 

L2.8 

1.0 


BBSS 

11.85 

33.1 

39.5 

L6.4 

L2A 


HI 

11.7 


38.1 

L2.1 

1.8 


1934 

11.3 

35.6 

36.5 

L0.9 

2.6 


1935 

11.25 

35.9 

35.9 


3.4 

2.95 

1936 

11.8 

36.5 

34.9 

1.6 

4.9 

4.1 


11.75 

36.4 

36.0 


3.9 

3.25 

1938 

11.45 

36.4 

37.4 


2.6 

2.15 

1939 

11.4 

36.9 

36.4 

0.5 

4.0 

3.35 


11.75 

36.95 

35.7 

1.25 

4.75 

3.65 

1941 

11.35 

38.2 

34.3 

3.9 

7.3 

4.1 

1942 

9.6 

38.7 

32.05 

6.65 

9.75 

3.65 

1943 

7.95 

38.4 

29.4 

9.0 

11.4 

3.7 


* Stanley F. Teele, "Operating Reflults of Department and Specialty Stores in 1943,” Bulletin 
119, Harvard Business Reports, Bureau of Business Research, Harvard University, 
f Before income taxes. L denotes loss. 


other sources (leased departments, etc.) served to wipe out such losses 
in every year where they were incurred except 1932. The inflationary 
effects of the war on net profits through increased dollar volume, re¬ 
duced expenses because of curtailment of services and installment sales 
and increased average dollar sales per customer. Profits were reduced 
to prewar levels, however, by the effect of the wartime level of income 
taxes. These conclusions retain their significance, even though the ex¬ 
pense data include interest on investment and real estate costs when 
paid to the families operating the stores. 



















DEPARTMENT STORE AND MAIL-ORDER COMPANIES 181 

Although the data show profitable operations for department stores 
as a whole in many years, many individual stores operated at a loss. 
In 1937, for example, all the stores that were analyzed realized net 
profits of 0.4 per cent on their own operations (before income tax); yet 
only 37 per cent of stores having less than $150,000 sales earned some 
net profit, while 61.5 per cent of the stores with sales of 20 millions of 
dollars or over fell into the same category. 1 The same source, through 
the data of Table 42, reveals another aspect of the expensive operations 
of department stores—the returned-goods privilege. With the excep¬ 
tion of 1942 and 1943, the volume of goods affected by this privilege 
consistently exceeded 11 per cent of sales. Returns of merchandise as 
a per cent of net sales varied directly with the size of sales of each store. 

The inference is clear, from these data, that the department store is 
committed to a policy of maintaining a full range of costly services, 
even if this results in net losses from its own operations. In order to 
realize some net income, these stores have to depend upon income real¬ 
ized from other sources. It is in this setting of rising gross margins and 
expensive operations that the chain department store arose as a type 
of retail institution that would supply all the advantages of the or¬ 
thodox department store without the wide range of expensive services 
(see Chapter XI). 

Competitive Advantages 

No treatment of the department store can ignore the effect that this 
retailing institution has had upon the whole field of marketing. The 
department store was the first retail store to use the principle of 
specialization of function and the departmentizing of products in order 
to achieve the advantages described below. Further, the department 
store was the first type of retail store to apply successfully the principles 
of integration through the absorption of wholesaling and manufactur¬ 
ing functions. The success of these two pioneering developments laid 
the groundwork for their later successful extension by the mail-order 
house and the corporate chain. 

Method of operation . This advantage reflects, in turn, a considerable 
number of elements that are basic to an explanation of the importance 
of the modern department store. Because of its primary characteristic 
as a shopping center, the department store must, first of all, select a 
central location. The physical quarters must be large enough to house 
the variety of goods and services in a departmentized fashion, and yet 
be able to accommodate the patronage attracted. The central loca- 

1 Bureau of Business Research, Harvard University. 



182 


MARKETING 


tion offers two distinct groups of advantages: maximum accessibility 
to that volume of customer traffic estimated to be necessary to the 
economical operation of the store, and a location adjacent to enough 
other retail units to facilitate comparison of price, quality, and assort¬ 
ment of merchandise. Bringing together under one roof a wide variety 
of goods and related services conveniently arranged in departments 
results in increased convenience and in much larger dollar sales per 
customer. 

Because the department store is thought of as a shopping center and 
because a tjjp to a department store in a large city takes considerable 
time, the typical store (except those emphasizing prices primarily) 
must offer not only goods, but a wide range of tangible and intangible 
services, many of which a customer may visualize as being received 
free of charge. Tfiese range from “free” deliveries, liberal credit 
arrangements, and merchandise-return privileges, to nursery facilities, 
elaborate waiting rooms, restaurants, beauty parlors, bakery shops, etc. 
Not all stores offer the same range of services, however, and many 
department stores emphasize lower prices and fewer “free” services. 1 

Another advantage inherent in the method of operation is found in 
the emphasis placed upon leadership in introducing new types of goods. 
This applies not only to fashion goods, which may be featured in 
specialized departments within the store, 2 but also to types of mer¬ 
chandise not traditionally handled by department stores. 3 This 
advantage is enhanced by the ability of the store to display the mer¬ 
chandise in the most modern types of store fixtures and with the most 
effective lighting. Moreover, the financial strength of the department 
store permits the placing of additional emphasis on merchandise leader¬ 
ship through the large-scale, regular use of advertising. 

The larger department stores generally occupy a place of prestige 
in the community which they serve. Their continued existence over 
many decades and the institutional prestige stimulated by sheer 
physical and financial size impress upon the community the qualities 
of stability and basic honesty. These stores have acted as leaders in 
formulating many new merchandising policies and in introducing new 

1 Some stores, such as Macy’s, in New York City, may provide services (such as 
credit) through an entirely separate and specialized unit, while many department 
stores provide for restaurants, beauty parlors, etc., through leased departments. 

8 Such as the “28 Shop” in Marshall Field and Company, Chicago. 

3 Such as the handling of antiques and art objects by Gimbel Brothers in New 
York; and the postwar tendency for many stores to sell low- and medium-priced 
aeroplanes. 
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methods, which later have been adopted by retail stores of other 
types. 

Organizational and financial strength. Financial strength and large- 
scale organization are distinct advantages, making possible the use 
of locations and a size and type of premises not available to many 
competitors, as well as the employment of high-priced talent for ad¬ 
ministration heads of divisions, so that the best principles of specializa¬ 
tion may be utilized. Large buying power makes possible the pur¬ 
chase of wide varieties of goods at lowest prices, particularly through 
the volume purchased and through the bargaining and buying skill of 
the specialists employed. As a corollary, these stores are thus enabled 
to buy highly fashioned merchandise through the use of integrated 
buying resources and through the skill of highly qualified buyers 
possessing expert trade contacts. One of the most important ad¬ 
vantages growing out of the sheer size of a department store’s financial 
strength is its ability to integrate retailing with wholesaling and, by 
so doing, to eliminate wholesale middlemen and to contact producers 
directly or even to control its own manufacturing facilities. This 
move toward integration leads to lower costs of merchandise, to as¬ 
surance of supplies of uniform quality merchandise, and to increased 
managerial emphasis upon the store’s own brands of merchandise. 

Organizational advantages are reflected in other directions. Princi¬ 
pally to be observed here are the advantages derived from the use of 
the best available accounting and management-control devices. Of re¬ 
lated importance is the ability of the department store to use special¬ 
ized research for improving operations and profits. These developments, 
often pioneered in by the department store, have in turn been adopted 
by other types of marketing agencies. 

Price appeal. The orthodox department store has attracted patron¬ 
age through the use of regular and special sales events based upon re¬ 
duced prices. Further, where basement stores are operated, price appeal 
is a basic factor. Certain old-line independent department stores have 
been known traditionally for their policies of underselling competitors; 
Macy’s in New York City is an excellent example. Since 1920, however, 
the use cf price appeal has become a prime characteristic of the chain 
department store. 

Miscellaneous advantages. The department store has a psychological 
advantage in its use of location, crowded atmosphere, shopping-center 
setup, fashion leadership, and bargain-price appeal, which together 
exert a powerful attraction force on the woman shopper. This attrac¬ 
tion force is strengthened by the use of liberal credit terms and, except 
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under wartime conditions, the rapid delivery of purchases, regardless 
of size or amount. Those unable to shop in person are invited to pur¬ 
chase by mail or through the personal shopping bureau. 

The effects of the Second World War on the operations of the de¬ 
partment store may prove to have long-run advantages. Manpower 
and inventory shortages have caused the management to exercise 
greater ingenuity. The man-power shortage resulted in ageneral reduc¬ 
tion of services ordinarily visualized as necessary to this type of store. 
This, in turn, gave many managers their first experience with self-serv¬ 
ice and witoother types of curtailed operations. Whether these reduc¬ 
tions in service, coupled with cost advantages, can be continued under 
normal conditions remains a question; but if such should prove to be 
the case, the department store may find itself in a much improved com¬ 
petitive position. Further, inventory shortages have led to merchandise 
innovations that are new even to the department store. Here, again, 
lessons may have been learned that may prove to be of competitive 
value in the postwar period. 

Competitive Disadvantages 

It is reasonable to expect from an over-all view of the advantages of 
the orthodox department store that it should be able to increase its 
proportion of total retail sales. The over-all data of department-store 
sales (see Table 39) reveal a remarkable stability. This is so only 
because the data include the sales of the chain department stores. If 
these sales are excluded, it is apparent that the orthodox, independent, 
full-service department store has lost considerable ground. The princi¬ 
pal competitive disadvantages explaining this trend are summarized 
as follows: 

Costs. An earlier section of this chapter, which traced the trend of 
costs since 1929, emphasizes the costliness of performing the full range 
of services inherent in the orthodox department store. This rising trend 
of costs, unless checked, can mean only steadily higher prices to cus¬ 
tomers. In the absence of lower cost retail institutions, this tendency 
would have serious repercussions for many consumers. However, as 
will be noted in later chapters, the development of low-price retail units 
within and without the department-store classification has meant that 
the consumer has the alternative of buying a combination of goods and 
complete services or goods with a minimum of service. Since 1929, an 
increasing number of consumers have been selecting the latter alter¬ 
native. 

Location. The location of the orthodox department store, despite 
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its advantages, has a double disadvantage. Increasingly, shopping- 
center locations involve increased congestion for the consumer and 
higher rental values for the operation of the store. In addition, these 
locations have served as increasingly attractive forces for specialty 
stores and other strong competitors of the orthodox department stores. 
As a result, the average transaction time of the customer is increased, 
because of the travel time involved in reaching the store and the 
amount of congestion within the store and in the central shopping 
district. 

Lack of personal management . Any store in which the proprietor is 
also the active manager has an important advantage over a department 
store, where the turnover of sales personnel and the managerial con¬ 
centration on sales volume lead to impersonality of service. The lack of 
personal management means also that executives must depend upon 
second and third contacts for any knowledge of the make-up of cus¬ 
tomers’ wants. This, in turn, probably has meant that these executives 
have depended entirely too much upon the use of accounting-control 
devices. One other aspect of this problem is the tendency of the typical 
consumer to characterize an entire store as having poor service because 
of his or her experience with a single salesperson. 

Internally, the lack of personal (and personnel) management means 
a high degree of turnover among the working force. A great factor in 
the problem has been the wage policies of department stores in the past. 
Another aspect of this problem is the lack of flexibility in managerial 
operations, which is a natural resultant of any large-scale organization. 
In all too many cases, department stores attempt to emulate the man¬ 
agement practices of successful stores, without considering whether 
they can duplicate exactly the same operating conditions. 

Wasteful advertising . The department store has cultivated the use 
of certain advertising mediums, particularly the newspaper, to the 
highest degree. Yet much of the expansion in the use of newspaper ad¬ 
vertising has been carried on at a time when not much was done 
objectively to evaluate the effect of such advertising. Institutional 
advertising, at best, is nebulous and hard to evaluate. Commodity 
advertising, spread over many items, increases the difficulties of meas¬ 
urement for that type of advertising. And the presence or absence of a 
competitor's advertisements (plus the variations in the types and 
locations of the advertisement) constitute one more complex and com¬ 
plicating variable. 

Lack of aggressive managerial ability . This disadvantage is difficult 
to measure. That it exists can be indicated from a negative point of 
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view by the types of action taken by the most rapidly growing retail 
institutions, as against the orthodox department store. It can be dem¬ 
onstrated from a positive point of view by the existence of a high de¬ 
gree of sameness among orthodox department stores in their approach 
to organization, store layout, the use of price policies (especially special 
sales events), and the like. Historically, department-store management 
has set the pace for all retailing and has exerted an influence far greater 
than is indicated by their combined sales position. The initial success 
of this type of retail organization has blinded many department-store 
executives ^underlying marketing shifts. 

Institutional and Organizational Changes 

Changes in internal organization. In an earlier section it has been 
indicated that traditionally the internal operations of the department 
store have been divided into merchandising, publicity, operations, and 
accounting and control groups. Two diverse trends appear in the organ¬ 
izational structure in recent years. One trend has been toward simplifi¬ 
cation, to bring about a saving in salaries and to place the major execu¬ 
tives in closer touch with merchandising activities. Under this arrange¬ 
ment, the publicity division may be eliminated by merging it with the 
merchandising division; or further simplification may result through 
the elimination of the accounting division. 

The opposite tendency has been toward greater subdivision of duties 
as the number and complexity of department-store problems have in¬ 
creased. Under this tendency, a personnel unit may be added; or 
further units dealing with finance and research and planning may be 
provided for, as in the seven-functional plan of organization of Filene. 1 
Other recommendations for change involve the addition of new func¬ 
tional divisions, as well as the redefinition of the functions of existing 
divisions. 2 

Changes in methods of operation. The most important change in the 
operations of the department store has been the application of the cor¬ 
porate chain method. This principle of operation as applied by the 
mail-order houses, and by other groups has been highly successful. 
Table 38 reveals that chain department stores were nearly twice as 
numerous as independent department stores in 1939—2,672 as com¬ 
pared with 1,402. On the average, the independent department store 

1 Edward A. Filene, et al. t Next Steps Forward in Retailing (Boston: E. A. 
Filene, 1937). 

2 D. J. Duncan and C. F. Phillips, Retailing Principles and Methods (Chicago: 
Richard D. Irwin, Inc., 1942), pp. 276-283. 
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did over four times as much business per year as did the chain depart- 
ment store. 

Even in terms of dollar sales, the chain department store has grown 
more rapidly since 1929 than has the independent department store 
(see Table 43). Not only did the sales of such units grow steadily, reach¬ 
ing a peak in 1942, but such sales increased from 18.8 per cent of all 
department-store sales in 1929 to a peak of 36.3 per cent in 1941. The 
impact of the war and rationing reduced their share of sales to 30.4 
per cent by 1943. The explanation of the increased importance of the 


TABLE 43.— SALES AND RELATIVE IMPORTANCE OF CHAIN 
DEPARTMENT STORES, 1929-1943* 


Year 

Sales f 

Percentage of total 
department-store 
sales 

1929 

$1,525,000,000 

18.8 

1933 

971,000,000 

22.6 

1935 

1,376,000,000 

27.8 

1936 

1,603,000,000 

29.2 

1937 

1,721,000,000 

29.9 

1938 

1,596,000,000 


1939 

1,794,000,000 

32.6 

1940 

1,974,000,000 

34.0 

1941 

2,453,000,000 

36.3 

1942 

2,629,000,000 

34.3 

1943 

2,599,000,000 

30.4 


* U. S. Department of Commerce, Survey of Current Business. 

f Includes mail and general-merchandise stores not included in total department-store sales. 


chain department store is to be found in the basic advantage of the 
corporate chain form of organization. 

The other significant development in the department-store field has 
been the growth of branch and/or decentralized stores designed to keep 
pace with the decentralization of population and shopping centers in 
the larger cities. Although no complete data are available, there can be 
little question that an increasing proportion of all department-store 
sales is taking place in those shopping centers and other retail locations 
separated from the central shopping districts of large cities. 

Largely because of financial considerations, but also in order to 
achieve some integration of functions, with expected economies of 
operation, many “ownership groups” of stores have been organized. 
The individual stores usually retain their individual names, while they 
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are consolidated or merged financially into one holding company. Data 
available for 1935 show that there were 13 ownership groups operating 
130 stores, with combined sales of $732,000,000. Experience to date 
indicates the following failings of this type of operation: average ex¬ 
pense ratios not far below the amount applicable to independent de¬ 
partment stores, failure to achieve the benefits and economies of central 
buying and merchandising because of member store differences, and 
because of member store opposition. 

Government regulations and man-power shortages during the Second 
World War caused marked reductions in services and important sav¬ 
ings in expanses. Regulations imposed by the Office of Defense Trans¬ 
portation on deliveries caused a significant increase in the proportion 
of cash-and-carry sales. Restrictions on installment selling achieved 
economies. Man-power shortages caused department stores to carry on 
highly interesting experiments in consumer self-service in many de¬ 
partments. As a result, total expenses declined from 39.5 per cent of the 
1932 sales to 29.4 per cent of the 1943 sales. Returned goods, during the 
same period, declined from 11.9 per cent to 8 per cent of sales. There 
is increasing evidence, however, that few departments stores have con¬ 
tinued these wartime restrictions on services during the postwar period. 1 

Future of the Department Store 

Any discussion of the future of the department store must differenti¬ 
ate among the independent, chain, and ownership types. The indepen¬ 
dent department store has definitely lost ground, relative to other 
department-store types and relative to the entire retailing field. The 
deficiencies of this type, coupled with an increased demand by many 
consumers for lower prices and fewer services, have resulted in a definite 
shift of business to competitors. The independent department store 
will continue to be a major retail institutional type in shopping districts 
of large cities, for its existence depends upon the primary shopping 
habits of women, who are its principal patrons. This type will continue 
to experiment with the sale of new kinds of merchandise—for example, 
note the announcements of the sale of aeroplanes in many stores—but 
such leadership, as in the past, does not necessarily lead to an increase 
in total sales or to. more economical operations. In the fashion-goods 
field, the continued intensive competition from independent and chain 

1 Members of the department-store delivery unions in New York have aided this 
movement by advertising in New York papers for customers to insist on delivery 
services since the ODT regulations have been removed; the costs of such delivery 
services are included in retail selling prices. 
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specialty stores may be expected to continue to restrict any marked 
growth of the prestige of the independent department store in the sale 
of these commodities. 

The chain department store, with its organizational setup, gives 
greatest promise for future success in this field. Its costs are lowest for 
the type of operation; its combined purchasing power leads to benefits 
in purchasing and pricing; and its smaller average size of business per¬ 
mits of more economical adaptation to a wide range of cities, sizes of 
shopping centers within the cities, and types of physical facilities. 

The ownership-group type of department store is in no better position 
competitively than the independent type, mainly because it continues 
in operation the same principle used by that type. While central owner¬ 
ship is significant from a financial point of view, it means little toward 
the attainment of the advantages that central management has realized 
for chain-department-store operations. Instead of pooling buying power 
and applying the most efficient operating methods to all members of 
the group, each store, as has been noted before, enjoys complete local 
autonomy in its operation. This type of operation represents an evolu¬ 
tionary development similar to that which financial reorganization has 
effected in other kinds of business. Emmet is authority for the state¬ 
ment,“the higher expense in centrally owned groups was due, apparently, 
to the larger cost of promotion and advertising, to services purchased, 
and to professional services.” Perhaps a reason for the formation of 
ownership groups is the failure of independent store management. 

One final phase to be noted is that occasioned by the development 
of atomic energy and the atomic bomb. Many specialists in urban or¬ 
ganization are now emphasizing the great need for decentralizing in¬ 
dustry into smaller cities because of the possible devastating effects of 
the atomic bomb on concentrated population centers. If these recom¬ 
mendations are put into effect, the result may well be to reduce more 
drastically the importance of the independent department store as a 
marketing institution. 

Mail-order Companies 

Mail-order selling is a method of retailing based upon sale by de¬ 
scription—that is, a method of selling by which the customer selects 
merchandise from catalogues furnished to him by the company and 
mails his order to a central warehouse. In recent years the method has 
been expanded to include provision for conveniently located “order 
offices,” in which customers may examine catalogues and place orders. 
No retail selling, in the conventional sense, is carried on in these outlets. 
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Two types of mail-order houses may be distinguished at the present 
time. One group (including houses such as Montgomery Ward & Co.) 
are known as full-line, or general-merchandise houses because they 
carry a wide line of merchandise comparable (except for perishable 
goods) to that sold in department stores. Other companies, known as 
“specialty” houses, specialize in the sale of a few types of merchandise, 
such as greeting cards, neckwear, hosiery, handkerchiefs, etc. Table 44 


TABLE 44.—SALES OF MAIL-ORDER HOUSES, BY KINDS OF 
BUSINESS, 1935* 


Kind of business 

Number 

Sales 

Percentage 
of total 

General merchandise. 

33 

$386,200,000 

91.9 

Women’s apparel. 

6 

6,346,000 

1.5 

Farm and garden supplies. 

16 

4,203,000 

1.0 

Men’s clothing and furnishings. . . 

16 

3,047,000 

0.7 

Shoes. 

7 

1,500,000 

0.4 

Radio. 

7 

628,000 

0.1 

Drug. 

19 

450,000 

0.1 

Hardware and farm implements... 

4 

427,000 

0.1 

Jewelry. 

4 

331,000 

0.1 

Family clothing. 

4 

209,000 

0.1 

All others. 

262 

16,686,000 

4.0 

Total. 

378 




* Census of Business: Retail Distribution, 19S6, "U. S. Summary,” Vol. I (Washington, D. C.: Govern¬ 
ment Printing Office, 1937). 


summarizes the available census data of mail-order sales by kinds of 
business. From these data it is apparent that the full-line type of house 
is by far the most important. No other type accounted for as much as 
2 per cent of all mail-order sales. 

The principal selling tool of the general-merchandise mail-order 
house is the catalogue issued on a semiannual basis. The catalogue is an 
elaborately printed book of several hundred pages, containing excellent 
illustrations of merchandise, together with a complete description of 
all goods carried, item numbers, and prices. In order to keep these 
master catalogues on a current basis, supplements (“flyers”) are issued 
as needed. Specialty houses also use catalogues of a less pretentious 
nature, but supplement these frequently with advertising in periodicals. 
Many of these smaller firms use the device of sending merchandise to 
customers prior to the receipt of orders, in the expectation that the 
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merchandise itself will create a substantial volume of business. Mail¬ 
order houses may place a minimum dollar limit on the order to be 
handled. Many sell goods on an installment-credit basis, as well as for 
cash. 

Development of mail-order selling . The mail-order house dates from 
the period immediately after the Civil War, although many retailers 
sold some goods to customers on the basis of mail orders long before 
that time. One store, E. C. Allen, of Augusta, Me., 1 issued the first 
known mail-order catalogue. The two companies most readily associ¬ 
ated with this form of business—Montgomery Ward & Co., Inc., and 
Sears, Roebuck and Company—date, respectively, from 1872 and 1893. 2 
Several facts serve to explain the successful growth and development 
of the mail-order house. First was the inertia and high-cost methods of 
retailing that prevailed in the small towns in the rural areas where mail¬ 
order selling got a foothold. These stores were poorly stocked with a 
limited variety of merchandise. Sales were mostly on credit and prices 
were relatively high. The mail-order catalogue offered a varied assort¬ 
ment of goods that appealed to country people, who hitherto had had 
no convenient alternative to the village or small-town store. 

The mail-order pioneers, Montgomery Ward and Richard Sears, 
won the confidence of their customers by giving essentially truthful 
descriptions of the goods listed in the catalogue and supported these 
offerings by a “money-back” guarantee. They thus won the good will 
that is today the most valuable asset of these large companies. 

The mail-order companies broke with traditional methods of retail¬ 
ing to country people much as the department store did in the cities. 
They bought in large quantities for cash or on short credits direct from 
the manufacturer, and they sold direct to the consumer for cash at a 
price that reflected their lower costs of operating. Merchandise was 
manufactured to sell at a price that the farmer could afford to pay. 
The quick response in volume orders was, in turn, reflected in lower 
manufacturing costs. The pricing policy of the mail-order house was 
more revolutionary than that of the department store and had a cor¬ 
respondingly drastic effect upon the independent retailer in the rural 
areas. Just as in the case of the department store, there was a natural 
affiliation between the manufacturer seeking an adequate outlet for his 

1 F. Presbrey, History and Development of Advertising (New York: Doubleday, 
Doran and Co., 1929), pp. 284-286. 

2 For a detailed treatment see Nystrom, op. cit., Chap. VII; and I. M. Heine, 
“The Influence of Geographic Factors in the Development of the Mail Order Busi¬ 
ness,” American Marketing Journal , Vol. Ill, No. 2, April, 1936. 
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large potential output and the mass-selling mail-order house seeking a 
cheap source of supply. The results were largely beneficial, especially 
to low-income groups of consumers. 

The use of the catalogue and delivery by mail overcame the isolation 
of the farm family located at a distance from a trading center. One must 
take account, also, of the growth in the reading habit that had been 
cultivated by public-school education and the wide circulation of 
numerous farm papers. Buying was made both convenient and pleasant. 
After 1913 the parcel-post service offered rural free delivery to the 
farmer’s door. The establishment of regional warehouses at strategic 
locations spaded up deliveries, which had previously been tediously 
slow. 

Apart from internal disadvantages—discussed at a later point—cer¬ 
tain evolutionary factors have served to slow down the development of 
mail-order retailing. The first of these has been the improvement of 
roads and the general use of the automobile. Between 1920 and 1930 
the number of passenger cars owned by farmers more than doubled. 
This has served to make accessible to farmers much larger retail trading 
centers than were formerly able to be reached. Thus although the 
rural population was increasing in absolute numbers and in income, 
mail-order sales did not grow in proportion because farmers found it 
more to their liking to trade nearer home. 

The general stores were quick to take advantage of this diversion of 
rural trade to local trading centers; they changed their methods of 
operation so as to carry more adequate stocks and they sold at more 
nearly competitive prices. As these trading centers grew in importance, 
they attracted the low-price chain stores. In order to meet this new 
competition, the two large national mail-order houses in 1924-1925 
began to develop their own chains of retail stores. 

One other development needs to be mentioned because of its effect in 
retarding the progress of the mail-order house. It has been pointed out 
that convenience goods are best adapted to mail-order selling, since 
they lend themselves especially to sale by description. Unfortunately 
for the mail-order house, increasing emphasis has been placed in recent 
years upon the style factor in advertising many kinds of merchandise 
for sale. Inasmuch as fashion goods can best be sold by personal inspec¬ 
tion and personal salesmanship, mail-order selling has found it difficult 
to adjust to this change in emphasis, although great progress has been 
made in increasing the fashion appeal of the catalogue. 

Economic characteristics . Table 45 summarizes the available data 
relating to the number and importance of mail-order houses. From 
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these data it is apparent that mail-order houses are relatively large in 
scale, but they do not account for much over 1 per cent of the total 
volume of retail trade. Among the various types, the general-merchan¬ 
dise houses are by far the most important; in 1929, 31 establishments 
accounted for 447 millions of dollars of sales, whereas in 1939 these 
establishments, now numbering only 24, reached a sales volume of 
464 millions of dollars. 1 


TABLE 45.—MAIL-ORDER HOUSES: NUMBER AND SALES IN 1929, 1933, 

1935, AND 1939* 


Item 

1929 

1933 

1935 

1939 

Number of establish¬ 
ments. 

271 

311 

378 

434 

Total sales. 

$515,237,000 

8244,381,000 

$420,027,000 

$537,413,000 

Percentage of total re¬ 
tail sales. 

1.05 

1.0 

1.3 

1.3 


♦ Census of Business: Retail Trade, 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943), p. 2. 


The average house in this category did over 14.4 million dollars' worth 
of business in 1929 and over 19.3 million dollars' worth in 1939. 

Because of its method of operation, the mail-order house does not 
need to be located in a high-rental shopping district. It requires a loca¬ 
tion best suited to the receipt of large volumes of goods by rail and 
truck and centrally located for servicing customers by mail, express, 
and freight. The actual site is usually in a low-rent location, suited to a 
warehouse type of building. These locational factors constitute one of 
two diverse forces that are at work to affect the operating costs of 
mail-order houses. The other condition—use of a method of operation 
that does not require salesmen—serves also to lower costs. On the other 
hand, costs are increased by three circumstances: (1) the high cost of 
printing and distributing catalogues, 2 (2) merchandise returns aver¬ 
aging as high as one-twelfth of total sales, and (3) packaging expenses. 
Census data disclose a total operating expense of 23.3 per cent of sales 
in 1929 and 25.3 per cent in 1939. These ratios, however, reflect inte¬ 
grated operations, since mail-order houses do a considerable amount of 
their own wholesaling. 

1 Census of Business: Retail Trade , 1989, Vol. I “Analysis by Sales Size” (Wash¬ 
ington, D. C.: Government Printing Office, 1943). 

2 Time magazine in its issue of Aug. 8, 1936, p. 38, stated that this cost is about 
75 cents per copy. More recently, costs have risen to $1 or more per copy. 
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Competitive advantages . Six important competitive advantages ac¬ 
count for the present importance of the mail-order house. Owing in 
part to financial strength and in part to the fact that it quotes prices 
f.o.b. shipping point (which means that the customer absorbs the ship¬ 
ping costs), the mail-order company has been able to emphasize lower 
prices. Furthermore, it has been able in many cases to sell private- 
brand merchandise of high quality at relatively low prices. This ad¬ 
vantage has served to attract a large number of urban residents as 
regular customers for staple merchandise. A second advantage arises 
from the fact that 58 per cent of the population still resides in cities 
under 20,000^K>pulation and in rural areas. To such persons the mail¬ 
order method of purchasing is convenient and time saving. 

The mail-order companies have demonstrated a very high level of 
merchandising skill in the selection of merchandise to be offered for 
sale and in the preparation of catalogues, especially in the choice of 
illustrations and the effective use of the colored page. All mail-order 
companies have taken extreme care to ensure the accuracy of descrip¬ 
tion of goods offered for sale and to give unconditional guarantees on 
such goods. This has been accompanied by a liberal returned-goods 
privilege. Finally, mail-order houses, by establishing assembly-line 
conditions for filling orders rapidly, have thereby assured customers 
of speedy shipment of merchandise. 

Competitive disadvantages . The chief disadvantage faced by the 
mail-order house is directly related to its method of operation. The 
catalogue alone cannot answer all the questions that the customer 
wants to ask about the goods; it cannot service such items as refriger¬ 
ators and other appliances that may require servicing or demonstra¬ 
tion; and it cannot take and record sizes. Stated in another way, the 
mail-order catalogue for certain kinds of goods is not an adequate sub¬ 
stitute either for personal selling or for visual inspection by the customer. 

Although the mail-order company attempts to overcome these dis¬ 
advantages through guarantees, it remains true that considerable effort 
and time must be taken by the customer in returning goods. Further¬ 
more, unless the customer places a relatively high-value order, parcel- 
post charges may become a rather significant item of cost to him. 

As fundamental as any of these disadvantages are the risks placed 
on management. Sales by means of catalogues create certain inflexi¬ 
bilities, which, in turn, lead to possibilities of loss. In order that orders 
may be filled rapidly and in order that the company may be protected 
against price advances, large stocks of goods must be purchased or 
contracted for in advance of the preparation of catalogues. Should the 
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goods become obsolete, or should prices fall, a costly supplement to the 
catalogue may be necessary for maintaining a competitive position. 
On the other hand, the company may be placed in a difficult competi¬ 
tive position, should it be necessary to increase prices. 

Future of the mail-order house. Mail-order houses have taken steps 
to modify their operations in an effort to overcome their inherent dis¬ 
advantages, as well as to meet effectively changes in underlying social 
and economic conditions. An effort has been made to secure more mail¬ 
order customers among urban people. This has been accomplished in 
part by the increased circulation of catalogues, in part by the estab¬ 
lishment of “order offices,” not only in their retail outlets, but as en¬ 
tirely separate units. These order offices, as the name implies, have 
catalogues and displays of merchandise arranged to attract orders, 
and they are staffed with persons trained to give customers information 
and advice. Purchasing by catalogue has further been made attractive 
to urban customers by the extensive use of the telephone for convenient 
placement of orders. 

A second attempt to bolster mail-order operations centers about the 
use of liberal installment-credit terms. One source places the proportion 
of mail-order sales conducted on a credit basis in 1935 at nearly 10 per 
cent. 1 Restrictions on credit sales during the Second World War have 
served to reduce the importance of such sales. In a further effort to 
improve their sales position, mail-order houses have begun to feature 
new and higher priced merchandise. The use of fliers to keep catalogues 
up to date has already been mentioned, as well as the development 
of more attractive catalogues. 

All these sales-improvement devices serve to maintain the existence 
of mail-order selling, but they fail to increase its relative importance. 
That this is a recognized condition is evident in the increased extent 
to which mail-order houses are operating their own chains of retail 
stores. February, 1925, is the date of the opening of the first Sears, 
Roebuck retail store, with Montgomery Ward following their example 
in 1927. Expansion of these chains has been so rapid that retail outlets 
at present account for more gross sales revenue than mail-order opera¬ 
tions. 2 Expansion in total sales resulting from the chains aids the com¬ 
panies in their effort to offer goods at attractive prices for their mail¬ 
order business. 

1 Charles T. Phillips, Marketing (Boston: Houghton Mifflin Company, 1938), p. 382. 

3 It is estimated that about one-third of the total business of Sears, Roebuck and 
Company is done by mail, while about 40 per cent of the business of Montgomery 
Ward & Co* is mail order. 
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QUESTIONS 

1. In what respect was the department store a pioneer in the application of prin¬ 
ciples of large-scale organization to retailing? What significance, if any, does this 
have for the marketing structure? 

2. How do you define a department store? To what extent is the commodity 
significant? The methods of operation? 

3. Why was the evolution of the department store so closely related to the growth 
of urbaJh centers? Why did so many stores develop from the old general store? 

4. What types of department stores exist today? Why is there a need for these 
types? 

5. What is the relationship of “leased departments” to department stores? 

6. What oirt^anding trends have taken place in the department store since the 
beginning of the century? 

7. How has the growth of metropolitan areas affected the location and develop¬ 
ment of various types of department stores? 

8. To what extent is location a basic advantage to the department store? To 
what extent is it a disadvantage? 

9. Why do department stores have to offer so many services? What effects have 
these had on costs? 

10. To what extent have the competitive advantages and disadvantages of de¬ 
partment stores reflected themselves in changes of operations designed to meet future 
conditions? 

11. How do department stores compare with other types of retailers in terms of 
eosts, prices, and locational advantages? 

12. How do you explain the rise of mail-order companies? 

13. Why will consumers purchase large quantities of goods from a mail-order 
catalogue? 

14. What disadvantages in operation do mail-order companies have to face? 

15. Why have mail-order companies increasingly engaged in integrated operations 
through the operation of other types of retail establishments? 

16. What is meant by order-desk and teleservice operations? What advantages 
and disadvantages exist for each? 

17. Why should urban residents ever buy from mail-order companies? 

18. To what extent will the handling of nationally known brands of merchandise 
improve the mail-order company's competitive position? To what extent will it 
weaken it? 

19. Do mail-order companies have any real advantages in costs and selling prices 
over competitors? 



CHAPTER XI 

THE CORPORATE CHAIN STORE 
General Concepts 

Meaning . Among retail establishments, the corporate chain store 
is by all means the most spectacular institutional development that has 
taken place in the marketing field. The subject of extended argumenta¬ 
tion, it has caused wide repercussions on all types of competitors and 
has been responsible for special legislation, passed by both state and 
municipal legislators. Moreover, it has been the subject of a special 
investigation by the Federal Trade Commission; and one of the largest 
units, The Great Atlantic and Pacific Tea Company, has been recently 
the subject of an antitrust suit. 

The corporate chain is a form of retail organization in which many 
stores selling essentially the same types of merchandise achieve a high 
degree of uniformity through central ownership. Such ownership pro¬ 
vides central buying with goods supplied to each store from central 
warehouses. Central ownership further provides a system of centralized 
advertising, as well as centralized personnel policies. Responsibility 
for the operation of each store, however, rests with a hired manager, 
who is never granted the degree of authority exercised by the owner- 
manager of the independent store. In other words, the operation of a 
chain store is characterized by centralization within a home office of 
all its functions, with the single exception of the selling function. 

The minimum number of units necessary to achieve effective cor¬ 
porate chain operation varies generally with the commodity field in¬ 
volved; consequently, no arbitrary limit can or need be established. 1 
The essential fact is that there should be enough units to permit opera¬ 
tions to be performed more economically from a central location than 
they can be carried on by each individual store manager. Because of 
the typical large size of a corporate chain organization, it is integrated 
vertically, in order to absorb wholesaling and/or manufacturing func¬ 
tions. Physically, the tendency of chains toward uniformity of opera¬ 
tions is reflected in the identical appearance and layout of all member 
store units. 

1 However, the Census of Business for 1939 does set up the definition as “Stores 
of four or more in the same general kind of business....” 
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Types. Geographically, chains may be classified as local, sectional, 
or national. In the Census of Business chains are also distinguished as 
manufacturer-controlled or as leased-department chains. A corporate 
chain is classed as a local chain if substantially all member stores are 
located in and around a particular city. Sectional or national chains 
refer to corporate organizations operating stores throughout the United 
States, in a single section of the country, or in different cities within 


TABLE 46.—CHAIN STORES: TOTAL NUMBER OF STORES AND VOLUME 
OF BUSINESS, 1929, 1935, AND 1939, BY TYPE OF OPERATION* 


Type of operation 

Stores, 1939 

Sales, 1939 

Percentage 
of total 
retail sales 

Num¬ 

ber 

Per 

cent 






Local chains. 

25,455 

20.7 

$1,581,386,000 

17.4 

3.8 

3.1 

6.7 

Sectional and national chains... 

82,049 

66.6 

6,771,009,000 

74.3 

16.1 

19.5 

12.6 

Manufacturer-controlled chains. 

10,123 

8.2 

583,062,000 

6.4 

1.4 

0.4 

0.7 

Leased-department chains. 

5,568 

4.5 

170,368,000 

1.9 

0.4 

0.3 

0.3 

Total. 







20.3 


* Census of Business: Retail Trade, 1939 , VoL I (Washington, D. C.: Government Printing Office, 
1943). 


a single state. Manufacturer-controlled chains, as the term implies, 
are groups of stores owned by a manufacturer or group of manufac¬ 
turers for the purpose of distributing at retail the products of the owner. 
Leased departments in department stores having the centralized man¬ 
agement characteristic of the corporate chain are known as “leased- 
department chains.” 

Number and importance . The sales data of chain stores by type of 
operation are summarized for 1939 in Table 46. It will be observed 
that sectional and national chains together accounted for two-thirds 
of all chain units and for nearly three-fourths of the sales. Local chains 
were second in importance, with about one-fifth of the units and 17 per 
cent of the sales. Manufacturer-controlled chains were third, operating 
one out of every 12 chain units, but accounting for only one out of 
every 16 dollars' worth of business done by the chains. In relation to 
the total volume of retail trade, sectional and national and manufac¬ 
turer-controlled chains were more important in 1939 than in 1929. The 
sum total of chain-store sales increased in relative importance in 1939 
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over 1929; since 1935, however, there is an evident decline in relative 
sales. 

Organization . From the viewpoint of managerial organization,the 
corporate chain store is not unlike the department store. The central 
organization employs specialized executives, who are placed in charge 
of six different fields of operation: real estate (including construction), 
merchandising, sales promotion, operations, personnel, and managerial 
control. Because of the method of operation—the centralization of 
these functions coupled with the decentralization of selling—much re¬ 
liance must be placed on a substantial staff of traveling supervisors 
(or superintendents) and on the use of a complete reporting system. 1 

Evolution of the Corporate Chain 

The development of the corporate chain store may be traced through 
four periods: (1) prior to 1900, (2) 1900 to 1918, (3) 1918 to 1929, and 
(4) since 1929. 

Period prior to 1900. Most authorities trace the beginnings of the 
chain system of retailing to the origin of The Great Atlantic and Pacific 
Tea Company in 1858. 2 * * In the years from that date to the turn of the 
century occurred the establishment of many chain organizations that 
later became nationally important ( e.g ., F. W. Woolworth and Com¬ 
pany in 1879, and the Owl Drug Company in 1880). Generally, how¬ 
ever, the store of those earlier days and the method of operation bore 
little resemblance to present-day practices. 

Period 1900 to 1918. The second period in the development of the 
corporate chain included the years 1900 to 1918, during which the chain 
store first assumed importance in the retail marketing structure. The 
investigation of chain-store organization by the Federal Trade Com¬ 
mission, published in 1932, though incomplete, furnishes the best 
available material on the growth of the chain during that stage. 8 This 
study reveals that 1,718 chain companies in business in 1928 operated 
87,800 stores. Of this total, only 58 had been in existence in 1900, and 
at that time these companies operated just 2,440 units. Between 1900 
and 1918, 587 new corporations were founded, and the total number of 
stores operated increased to 29,200. The balance of more than 1,000 

1 For a more detailed discussion of chain-store organization, see D. J. Duncan and 
C. F. Phillips, Retailing Principles and Methods (Chicago: Richard D. Irwin, Inc.» 
1942), pp. 273-275, and 281-283. 

2 Phillips, Marketing , pp. 427-444. 

* Federal Trade Commission, Growth and Development of Chain Stores (Washington: 

Government Printing Office, 1932). 
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chain corporations were organized after 1918. This rapid growth 
was characterized by an internal expansion of the chains through a 
reinvestment of profits, rather than by mergers or other methods. As 
will be noted later, the development of urban communities and the 
First World War were the prime factors creating a favorable environ¬ 
ment for this expansion. 

Period 1918 to 1929 . This stage of development has been described 
by many as the “chain-store era.” Beginning with 29,200 stores in 1918, 
there was a rapid increase to 70,900 in 1925, 87,800 in 1928, and 159,638 
in 1929, as disclosed by the first census data available on retail distri¬ 
bution. It wag*estimated that chains did but 6 per cent of the total 
volume of trade in 1923, a figure that was expanded to 22 per cent by 
1929. 1 

Although the greatest development during these years took place in 
those commodity fields where standardized operations were possible 
(groceries, drugs, and variety), it was in this period that the corporate 
chain demonstrated its adaptability to many commodity fields. Thus, 
many chains were established for the purpose of selling goods that have 
high unit values (furniture), goods requiring a high degree of personal 
service (general merchandise in department stores and millinery goods), 
and goods with a high fashion element (specialty goods). As is true of 
the preceding period, some expansion during this stage was financed by 
issuing securities to the general public; the greater part, however, re¬ 
sulted from the reinvestment of earnings in order to increase the num¬ 
ber of stores in operation. 

Period since 1929. The period since 1929 has served for checking 
the over-all growth of the corporate chain and for emphasizing re¬ 
trenchment and reorganization. Many chains found it necessary to 
weed out their poorer member units, and in some cases to increase the 
average size of the individual unit. The competition between chains, 
coupled with certain inherent disadvantages, acted as one hampering 
factor. At the same time, the independent store developed several 
successful competitive practices that further retarded chain-store 
development. Moreover, the impact of the depression led to a con¬ 
siderable increase in the amount of government legislation designed to 
check the progress of.the chain. 2 Finally, shortages of goods during the 
Second World War appear to have had a more drastic effect on chains 
than on independents. 

1 Phillips, op. cit ., p. 432. 

2 This legislation, discussed in a later chapter, included state taxes on chain stores, 
the “fair trade practices” law, and the Robinson-Patman Act. 
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External factors favorable to the development of the corporate chain . 
Aside from the advantages found internally in operation and manage¬ 
ment, certain external conditions created a favorable environment for 
the rapid expansion of the chain-store method of retail operation. Be¬ 
cause the corporate chain must depend upon a population base broad 
enough to support its large-scale operations, the growth of increasingly 
large urban centers proved a primary factor in chain-store development. 
This urbanization not only resulted in larger average sales per store, 
but made possible uniformities of operation which, in turn, yielded 
valuable economies. 

The First World War and the depression of 1921 served to increase 
the economy appeal of the chain. Rapidly rising prices of consumer 
goods, particularly food, gave the chain stores a chance to advertise 
to advantage their “price appeal” during the war period; low prices 
continued to be a strong attractive force during the ensuing depression. 
The period since 1900 has been characterized by a rapid improvement 
in the general standard of living, accompanied by the rising importance 
of installment purchases. Increasing per capita expenditures for in¬ 
tangible services and for durable consumers' goods, particularly the 
automobile, has meant that greater emphasis has been placed on econ¬ 
omy in the purchase of food and other necessities such as are sold in 
chain stores. 

The increasing use of the automobile and motor truck was important 
for the chain. In the automobile, the consumer had an instrument of 
transportation mobility that opened the way to trading in shopping 
centers and overcame the usual objections to the typical cash-and- 
carry policies of the chain store. Use of the improved motor truck, on 
the other hand, made it possible for the chain to achieve economical 
and rapid transportation of goods to each unit from centrally located 
warehouses. 

Another factor of value to the chain was the inability of the inde¬ 
pendent merchant to change his wasteful and expensive methods of 
operation. The corporate chain offered the community rapid service 
in bright, clean, modern stores in which retailing in both its physical 
and operational aspects became revolutionized. 

Finally, the increased concentration of population in urban centers 
yielded a by-product most beneficial to the corporate chain—the de¬ 
cline of the personal-relationship factor in retail trading. Urbanization 
has meant frequent change of residence by city dwellers, and this has 
tended to weaken personal ties. Urbanization has also meant the in¬ 
creased employment of women. The demand for rapid service on their 
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way home from work or when they shop on week ends has supplanted 
their earlier desire for personal service. The growing population in ur¬ 
ban centers has meant, further, that large numbers of thrift-minded 
people, now concentrated in a single shopping area, have become in¬ 
terested in purchasing on a price basis; for lower prices they have been 
willing to forego the wider range of services provided by the orthodox 
independent merchant. 

Economic Characteristics 

Importance . Data obtained from the various issues of the Census of 
Business disclose that in 1929 one out of every 10 retail stores was a 
member of a corporate chain unit, whereas in 1939 there were 123,195 
stores in existence, or a ratio of about one in every 16. In terms of sales 
volume, the corporate chain fluctuated from 6.6 billion dollars to 14.5 
billion dollars or from 21.5 to 27.0 per cent of all retail trade (see Ta¬ 
bles 46 and 47). In terms of absolute volume, chain-store sales dropped 
sharply from 1929 to 1933, then increased steadily until 1937, dropped 
sharply in 1938, and then increased again in 1943 to a peak for the 
entire period. Chain-store sales rose after 1929 to a peak of 27 per cent 
of total retail sales in 1933, after which they declined to a low of 22.4 
in 1937; the figure has since fluctuated between 22.4 and 24.4 per cent 
of all sales. Unfortunately, fluctuations in the number of stores oper¬ 
ated and in the method of operation make it difficult to measure the 
true trend in the importance of chain-store sales. 

Table 47 measures the importance of the corporate chain in the 
various kinds of business classified into durable and nondurable goods 
groupings. In the durable goods field, since 1929, these units have ac¬ 
counted for varying volumes ranging from 9.3 to 13.7 per cent of the 
total sales of durable goods at retail. Despite the effect of the Second 
World War on the quantities of these goods available for sale, the peak 
was reached in 1943 after a sharp rise from the low of 1941. Within 
this group, sales of chain units were highest in automobile parts and 
accessories, maintaining an average of 40 per cent of all sales in this 
field, with a range of importance from 20.4 to 50 per cent. There was 
more than a doubling of importance between 1929 and 1935, with some 
recession from the 1935 peak between 1936 and 1939. Restrictions on 
the production of these goods served to reduce their importance sharply 
during the Second World War. In the building-materials field, chain- 
store sales varied between 18.6 and 23.7 per cent, with an average of 
about 21 per cent. The level of relative importance showed little ten¬ 
dency toward any sharp shift. In each of the remaining fields con- 
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eidered, the chain accounts for considerably less than 20 per cent of all 
retail sales. 


TABLE 47—RELATIVE IMPORTANCE OF CHAIN-STORE SALES, BY 
KINDS OF BUSINESS, 1929-1943* 


(percentages of total retail sales for each kind of business, respectively) 


Kinds of business 

1929 

1933 

1935 

1936 

1937 

1938 

1939 

1940 

1941 

1942 

1943 

Durable goods: 

Auto parts and accessories 

20.4 

33.6 

50.0 

45.5 

45.3 

48.4 

45.0 

42.5 

40.4 

37.1 

37.4 

Building materials. 

18.6 

19.0 

23.2 

22.6 

20.5 

22.2 

19.9 

19.5 

20.2 

21.5 

23.7 

Household appliances.... 

16.7 

19.2 

14.8 

15.0 

15.7 

16.2 

16.5 

16.3 

16.5 

16.5 

15.6 

Household furniture. 

13.0 

13.3 

11.4 

11.8 

12.0 

12.4 

12.6 

12.1 

11.4 

10.7 

12.5 

Jewelry. 

6.7 

6.3 

9.4 

9.8 

9.8 

10.0 

10.5 

10.8 

11.1 

11.3 

11.9 

Farm implements. 

1.2 

1.1 

5.1 

5.4 

6.2 

6.7 

7.2 

6.8 

6.7 

6.3 

4.7 

Hardware. 

3.0 

5.8 

3.9 

3.6 

3.7 

4.1 

4.0 

4.1 

4.2 

4.5 

4.5 

Motor vehicles. 

9.7 

5.4 

4.3 

3.7 

3.3 

2.9 

2.7 

2.5 

2.4 

2.2 

1.8 

Total. 

11.9 

10.9 

10.9 

10.2 

9.9 

11.1 

10.1 

9.4 

9.3 

12.8 

13.7 

Nondurable goods: 

Variety. 

82.9 

91.2 

90.8 

89.7 

88.4 

87.6 

86.8 

86.5 

86.5 

86.4 

86.5 

Shoes. 

45.7 

52.0 

54.6 

55.1 

55.2 

56.2 

55.9 

56.2 

56.1 

54.2 

48.7 

Groceries and combination 

38.5 

44.1 

38.8 

38.1 

36.4 

36.4 

36.7 

37.4 

39.0 

37.5 

32.8 

Department stores and 
mail order. 

18.8 

22.6 

27.8 

29.2 

29.9 

30.5 

32.6 

34.0 

36.3 

34.3 

30.4 

Drugs. 

18.5 

25.0 

25.7 

25.0 

24.8 

25.6 

25.6 

26.5 

25.5 

25.0 

24.1 

Women’s apparel. 

19.9 

22.3 

18.3 

19.6 

20.5 

21.3 

21.9 

22.9 

23.1 

24.8 

24.5 

Other food stores. 

17.8 

21.7 

22.4 

22.0 

21.6 

21.2 

20.8 

20.5 

20.4 

20.3 

20.3 

Men’s clothing. 

20.0 

20.7 

19.4 

20.4 

20.2 

20.4 

20.6 

21.1 

22.1 

19.9 

17.9 

Filling stations. 

33.9 

35.5 

21.5 

17.4 

14.2 

11.7 

10.2 

9.5 

8.9 

8.3 

7.7 

Eating and drinking. 

14.1 

12.7 

10.4 

9.8 

8.8 

9.1 

8.6 

8.4 

7.5 

6.7 

6.1 

All other stores. 

12.6 

16.5 

15.1 

14.4 

13.8 

13.5 | 

13.1 

12.9 

12.9 

12.4 

12.4 

Total. 

25.4 

30.9 

28.7 

27.9 

26.8 

26.9 

26.9 

27.2 

27.5 

26.9 

24.3 

Total—all stores.... 

21.5 

27.0 

24.5 

23.4 

22.4 

23.3 

22.8 

i 

22.4 

22.4 

24.4 

22.8 


* U. S. Department of Commerce, Survey of Current Buaineaa. 


The sales of chains dealing in nondurable goods fluctuated between 
24.3 and 30.9 per cent, with an average of 27 per cent of total retail 
sales of this class of goods for the entire period studied. The level of 
relative importance was maintained between 25.4 and 28.7 per cent, 
except in 1933, when the peak (30.9) was achieved, and in 1943, when 























204 


MARKETING 


the low point (24.3) was reached. Between 1929 and 1933 the variety 
goods sold by chains grew from 82.9 to 91.2 per cent of the total volume 
sold in this category. The peak of 1933 was followed by a small decline 
in importance during the decade 1933 to 1943. Sales of shoes by chain 
stores ranged between 45.7 and 56 per cent, averaging slightly more 
than 50 per cent of the total volume. There was steady increase in im¬ 
portance between 1929 and 1941, with a sharp decline recorded be¬ 
tween 1941 and 1943, again the result of war rationing and restrictions 
on production. Groceries and combination food stores averaged 38 per 
cent of total sales of such stores in the food field, with a range from 
32.8 to 44 p Sf cent. Aside from a sharp increase in 1933 and a sharp 
drop in 1943, as war food shortages became more acute, their relative 
importance continued remarkably steady. 

Sales of department-store and mail-order chains doubled in relative 
importance between 1929 and 1941, increasing from 18.8 to 36.3 per 
cent of total retail sales of department stores and mail-order companies. 
Since 1941, the ratio has dropped to 30.4 per cent. Since 1933, drug 
chains have regularly accounted for about one-fourth of all drug store 
sales at retail. In the women's apparel and accessories fields, chain-store 
sales increased steadily from 18.3 per cent in 1935 to 24.5 per cent in 
1943. Chain units in the food field (other than mentioned above) and 
in the men's clothing field each regularly account for about one out of 
every five dollars spent in the respective categories. Filling stations 
affiliated with corporate chains accounted for 35.5 per cent of all filling- 
station sales in 1933, the figure declining steadily each year until a 
low point of 7.7 per cent was reached in 1943. Among eating and drink¬ 
ing places, chain-store sales declined in importance from 14 per cent 
in 1929 to 6 per cent in 1943. 

Another method by which sales data can be analyzed is to determine 
how much of the total chain sales are accounted for by each kind of 
business. This is done in Table 48. It will be noticed that, except for 
a high point of 16.2 per cent in 1929, chain-store sales of durable goods 
represented only 8.0 to 11.7 per cent of all chain-store sales. Chains 
selling foods were unquestionably most important throughout the 
period studied, sales ranging between 33 and 39 per cent. General-mer¬ 
chandise chains are second in importance, showing a steady rise in 
relative position from 21.8 per cent in 1929 to 28.3 per cent in 1941; a 
slight decline occurred in the two ensuing years. Apparel chains con* 
stitute the only other category accounting for more than 10 per cent of 
total chain sales; sales of these stores increased steadily from a low 
of 8.9 per cent in 1933 to a peak of 12.7 in 1943. 
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* U. S. Department of Commerce, Survey of Current Business. 
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Locational factors . In the field of convenience goods, the corporate 
chain unit typically expects to do a larger volume of business than its 
independent competitors in the same line of business. It will, according¬ 
ly, select the so-called “volume” site on the important business street 
in each locality. To accomplish this selection, the larger corporations 
have set up specialized departments, which attempt to measure volume 
of customer traffic, etc. Those corporate chains which sell shopping 


TABLE 49.—NUMBER AND SALES OF CORPORATE CHAINS, 
BY CITY-SIZE GROUPS, IN 1939* 


City-size group 

Stores 

Sales 

Number 

Percentage 
of total 

l 

Amount 

Percentage 
of total 

500,000 or more.. 

29,083 

23.6 

$2,562,924,000 

28.1 

250,000-499,999. . 

11,246 

9.1 

946,674,000 

10.8 

100,000-249,999. . 

11,591 

9.4 

975,595,000 

10.7 

75,000- 99,999.. 

4,608 

3.7 

370,395,000 

4.1 

50,000- 74,999.. 

7,221 

5.9 

582,648,000 

6.4 

30,000- 49,999.. 

9,031 

7.3 

702,963,000 

7.7 

20,000- 29,999.. 

6,235 

5.1 

476,340,000 

5.2 

10,000- 19,999. . 

11,596 

9.4 

848,884,000 

9.3 

5,000- 9,999.. 

9,731 

7.9 

633,340,000 

7.0 

2,500- 4,999.. 

6,895. 

5.6 

369,675,000 

4.1 

Less than 2,500.. 

15,958 

13.0 

636,387,000 

7.0 

Total. 

123,195 

100.0 

$9,105,825,000 

100.0 


* Census of Business: Retail Trade, 1939, Vol. I (Washington, D. C.: Government Printing Offioe, 
1943), 


and specialty goods will, of course, locate their stores in both central 
and outlying shopping districts. In whatever locations they choose, 
the financial strength of the organization usually makes it possible for 
them to rent, purchase, or build facilities that are more attractive than 
those which the typical independent proprietor can afford. 

With 1939 as the representative year, Table 49 indicates that nearly 
one-fourth of the chain stores were located in cities of 500,000 persons 
or more, and over 28 per cent of the sales volume was done by them. 
If the definition of a “large” city is intended to include those with 
100,000 persons or more, it follows that corporate chains had 42 per 
cent of their units located in cities of that size, and these accounted for 
about one-half of the total sales. 
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Size . Data secured from the Census of Business for 1939 reveal that 
the average sales of the chain unit were $73,914, compared with $19,714 
for the independent. This same source reveals, also, the tendency for 
chain stores to eliminate smaller units. Thus, while sales of the average 
independent declined from $27,835 in 1929 to $19,714 in 1939, sales of 
the average chain unit increased from $66,435 to $73,914. In cities of 
smaller size, the average annual sales of the corporate chain units are 
correspondingly smaller. Cities with fewer than 2,500 persons have 
stores doing only $40,934 worth of business, whereas sales of those in 
cities of 500,000 or more amounted to $97,354. 


TABLE 50.—NUMBER AND SALES OF CHAIN STORES IN 1939, 
BY SIZE OF STORE* 


Size 

Stores 

Sales 

Number 

Percentage 
of total 

Amount 

Percentage 
of total 

$300,000 and over. . . 

4,459 

3.6 

$2,873,841,000 

31.5 

$100,000-$299,999... 

16,648 

13.5 

2,649,114,000 

29.1 

$ 50,000-$ 99,999... 

25,678 

20.9 

1,799,581,000 

19.8 

$ 30,000-$ 49,999... 

25,517 

20.7 

992,800,000 

10.9 

$ 20,000-$ 29,999.. . 

17,886 

14.5 

445,421,000 

4.9 

$ 10,000-$ 19,999... 

17,568 

14.3 

264,268,000 

2.9 

Less than $10,000... 

15,439 

12.5 

80,800,000 

0.9 

Total. 

123,195 

100.0 

$9,105,825,000 

100.0 


* Census of Business: Retail Trade , 1939, Vol. I (Washington, D. C.: Government Printing Office, 
1943). 


Table 50 shows that the majority of chain-store units did between 
$30,000 and $100,000 of business per unit in 1939, but that stores doing 
$300,000 or more per unit in that year accounted for 31.5 per cent of the 
total sales volume. Second in sales importance were stores with an an¬ 
nual volume of $100,000 to $300,000. Although comparable data are not 
available for 1935 and 1929, those data which are available indicate a 
significant increase by 1939 in the relative importance of the sales of 
larger units. This reflects somewhat the trend of corporate chains to¬ 
ward the supermarket type. 

Costs . The most effective method of picturing the cost position of 
the corporate chain unit is by comparing its prices with those of its 
independent competitors. This comparison is made in the section dis- 
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cussing the advantages of the chain store (see pages 208 to 210 and Table 
51). Some of the differences found, it must be remembered, reflect 
differences in services offered; but, in the last analysis, these differences 
in service can be reduced to cost factors as well. 

Competitive Advantages 

Lower selling prices. All available evidence points to the advantage 
of corporate chain stores in selling the same brand of merchandise, 
or similar grades, at prices lower than competitors. Table 51 summa¬ 
rizes several studies made of comparative prices of chains and indepen¬ 
dent stores Iff the sale of grocery and drug items. 1 The table indicates 
sharp variations according to year and locality, but the evidence is 
pretty clear that, if a customer is satisfied to restrict himself to the 
services offered by the corporate chain, he can effect considerable 
savings. 

The price advantage of the chain stems from three sources: lower 
operating costs, greater buying advantages, and lower profit margins. 
Lower operating costs have been, in turn, made possible by a number 
of factors. These factors include a reduction in the number of free ser¬ 
vices such as credit and delivery, a more rapid turnover of merchandise 
through better inventory control and a greater standardization of in¬ 
ventories, the use of division of labor wherever possible, the use of inte¬ 
gration with wholesale and manufacturing operations, low advertising 
expense, lower wage and interest costs, and income from salvaged 
goods. 

The size of chain-store companies enables them to secure buying ad¬ 
vantages over competitors, because of the amount of their combined 
purchases and, in many instances, because of an ability to pay cash. 
Frequently, the companies will contract for the entire output of a given 
manufacturer. Arrangements of this kind often make it possible to se¬ 
cure the advantage of additional brokerage and/or advertising allow¬ 
ances. For the effect of recent legislation on buying advantages, see 
Chapter XXVIII. In many cases, the purchasing advantage of a chain is 
greatly improved by its ownership of wholesaling and manufacturing 
facilities. Within the last few years this has taken the form of outright 

1 The difficulties inherent in making these studies should be kept in mind: (1) the 
different types of stores may not sell the same brands of merchandise, thus making it 
difficult to compare quality; (2) some stores may use nationally advertised goods as 
price “leaders”; (3) there are difficulties in determining how to weight each type of 
article in order to approximate the customer’s average purchase; and (4) no compari¬ 
son can reflect the value placed by a customer on delivery, credit, and similar services. 
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t Prices of independents below chain prices. 
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purchase of meat-packing plants in order to ensure supplies during 
the war period. 

All these benefits, when considered together with the larger average 
size of a chain unit as against the independent store, led in turn to a 
dependence by the chain on a lower profit margin. Between 1929 and 
1940, the percentage of sales of The Great Atlantic and Pacific Tea 
Company, reflected in net income, fell from 2.95 to 1.64. For the same 
period, in the drug field, the Walgreen Company chain showed a net 
income percentage that ranged from 3.05 to 4.77. The J. C. Penney 
chain of department-type stores ranged between 3.27 and 7.96 per cent, 
while the MSfville Shoe chain showed a range from 3.51 to 7.54 per cent. 

Improved retailing practices. The second broad basis for the rapid 
increase in importance of the chain corporation is derived from its 
ability to use moderfl practices in a field in which innovations hereto¬ 
fore had been noticeably lacking. One of the obvious manifestations 
of this has been in the maintenance of clean, modern, attractive stores, 
utilizing the latest developments in equipment, layout, and illumina¬ 
tion. The use of improved methods in the selection of personnel for 
management purposes has further contributed to the growth of the 
chain. Still another reason for its rapid rise in importance has been the 
skill with which the chain chooses its store locations and the rapidity 
with which unfavorable locations and operations are eliminated. Final¬ 
ly, the early use by chain units of grade labeling and the generally good 
quality of most chain merchandise, in relation to prices quoted, have 
been important factors in increasing the volume of their business. 

Use of advertising. Because of its financial strength and prestige, the 
chain store is able to make economical use of all types of advertising 
media, such as hookups of radio stations, magazines, window signs, 
and newspapers. In this respect, the independent store is in an inferior 
position, particularly in the food and drug fields, in which the individ¬ 
ual proprietor is limited by lack of sufficient funds in his use of the 
various forms of advertising. 

Other advantages . On occasion, the chain stores in the grocery and 
meat fields have been able to dispose of surplus crops of foods and of 
meats. Because of size, many units can secure a wider distribution of 
risk, thereby lowering insurance costs. Furthermore, the size of opera¬ 
tions permits the chain to experiment with new methods in a few stores, 
in order to determine cost and efficiency. By so doing, they have dis¬ 
covered that a significant number of people in the larger communities 
are willing to forego certain elements of a personalized service for the 
advantage of sharply reduced costs of merchandise. 
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Competitive Disadvantages 

The rate of displacement of competitors by the chain is one measure 
of its competitive strength. Accordingly, in discussing disadvantages 
we must differentiate among three groups: (1) those disadvantages in¬ 
herent in the chain form of operation; (2) those due to a popular re¬ 
sentment against chain-store methods; and (3) those due to increased 
competition from other institutional types. 

INHERENT DISADVANTAGES 

It may be stated first of all that the corporate chain has an inherent 
disadvantage in its method of personnel administration. Because of 
wage-payment policies in the past, great difficulty has been experienced 
in recruiting help and in retaining workers, once they have been hired. 
While a few chains have signed contracts with unions on a national 
basis, many others have paid relatively low wages, even during the 
war. 1 Further, the chain has done little along the lines of formal train¬ 
ing; and, as is so often true in impersonally operated stores (from the 
point of view of the proprietor), it is difficult to stimulate the personnel 
to give the customer the same quantity and quality of attention that 
is possible in a smaller independent store. 

The degree of standardization of operations is another inherent dis¬ 
advantage that must be considered. Standardization always leads to 
inflexibility, since it means that each unit-store manager must be 
guided by centrally prepared plans rather than by his own knowledge 
and initiative. This has meant frequently that merchandise is carried 
that is not best suited to the community (although great strides have 
been made in increasing the coverage of inventories as compared with 
15 to 20 years ago). To the extent that this condition exists as a dis¬ 
advantage, it is an important consideration in bidding for the patron¬ 
age of people who want more personal attention and service in retailing 
and who are willing to pay the added costs. This disadvantage may be 
stated in another manner by saying that, while the corporate chain is 
adapted to the sale of all types of consumers’ goods, it reaches its maxi¬ 
mum advantage in the sale of convenience goods. Thus, while such 
units do sell both shopping and specialty goods, it will be found that 
they do not have the same price and operational advantages as accrue 
in the convenience-goods field. This is reflected nowhere else so clearly 
as in the outstanding importance of the chains that sell food. 

To some extent, the growth of the corporate chain has led to ineffi- 

1 Note the difficulties of Montgomery Ward & Co. with the War Labor Board* 
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ciencies in internal operations associated with large-scale enterprise 
and usually called “red tape.” One manifestation already mentioned 
is in the centralization of authority to make decisions. Another evidence 
is in the amount of “paper” work that has to be done by store managers. 
These difficulties, however, are characteristic of all large-scale opera¬ 
tions that are carried on in a decentralized geographical manner. 

POPULAR RESENTMENT AGAINST CORPORATE 
CHAIN PRACTICES 

Much of the opposition to the corporate chain has resulted in several 
forms of popular resentment, created in large measure by the organized 
efforts of wholesalers and retailers. These “pressure groups” have suc¬ 
ceeded in securing the passage of the Robinson-Patman Act at the 
Federal level, the so*called “fair trade” laws at the state levels, and 
chain-store tax laws at both the state and the municipal level. For a 
discussion of the content of each of these and an evaluation of their 
effect, see Chapter XXVIII. 

The arguments of such groups against chains, which have been stated 
in most usable form by Mr. James L. Palmer, 1 are restated here in 
summary. 

1. Draining of money from a community. This is the old absentee- 
ownership argument and does not need much refutation. Personnel of 
chain companies reside in the same community from which sales are 
received. Further, the interchange of goods from other regions (domes¬ 
tic and foreign) has at the same time reduced costs and increased 
standards of living. Even a study of ownership of securities would re¬ 
veal a rather wide geographical distribution. 

2. Unfair competition. This argument consists of two parts: (a) 
that the chains are monopolistic and ( b ) that they have tended to drive 
out of business the independent retailer, who is a local citizen and as 
such should be protected. The Federal Trade Commission study, 
among others, has failed to prove the monopolistic charge; and while 
it is true that some chains have used unfair competitive practices, the 
available evidence fails to establish this as a regular and continuing 
practice for most. Therefore, as long as the chain does not use illegal 
practices, any failure on the part of independent stores to withstand 
competition must be charged as a cost to our present economic philos¬ 
ophy. 

3. Standardization. Here it is alleged that the use of standard- 

1 James L. Palmer, “Are These Twelve Charges against the Chain True?” Journal 
of Bueineee of the University of Chicago , Vol. II, No. 3. 
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colored store fronts has tended to take “color” away from the com¬ 
munities, and that emphasis on self-service has tended to “deperson¬ 
alize” the community. In the absence of any governing social standards, 
it is difficult to determine just what each community wants along these 
lines. 

4. Absentee ownership. Increasingly, chains are resorting to public 
financing. To that extent, ownership is dispersed. Further, in the ab¬ 
sence of national policy, no one can correctly evaluate absentee owner¬ 
ship as an evil. 

5. Centralized operations. It is alleged that the policy of centralized 
control makes most employees mere clerks. Most managers of chain- 
store units make decisions far above the clerical level and are paid on 
the basis of managerial, rather than clerical, duties. The clerical duties 
are no different from the routine operations so characteristic of present- 
day automatic production and are probably less tiring on the nerves. 

6. Lower wages. This is the common argument that chains pay all 
employees lower wages than they could receive elsewhere or than they 
would have if they were in business for themselves. While no compar¬ 
able data are available, two things should be noticed: (a) that many 
chain-store employees are members of unions and ( b ) that if competi¬ 
tion is effectively at work, chain stores could not pay employees lower 
wages and expect to keep them for any considerable period of time. 

7. Taxes. It is frequently alleged that chains fail to bear their 
“fair” share of the tax load. Since many states have passed special 
chain-store taxes, it is hard to see the validity of this argument, ah 
though it must be admitted that no studies have been made of this 
specific problem. 

8. Raised cost of marketing. It is stated that chains, through the 
disorganization of distribution channels, raise the cost of marketing. 
There is no question that competition from chains has destroyed cer¬ 
tain marketing institutions; but it cannot be denied that chains, by 
their very competition, have stimulated many independent competitors 
to overhaul their marketing practices, thereby reducing costs or per¬ 
mitting these units to offer more efficient services at the same costs. 

9. Effect on manufacturers. There is no doubt that chains, because 
of their massed purchasing power, have been able to bring great econo¬ 
mic pressure to bear on individual manufacturers. 1 But in the absence 
of complete ownership of all sources, chains must, on the whole, co- 

1 See the FTC studies. Attention is called, also, to the evidence that was presented 
in the Federal suit against The Great Atlantic and Pacific Tea Company, heard in 
Danville, Ill. 
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operate with manufacturers if they wish to secure a steady flow of 
merchandise of uniform quality. And to the extent that chains must 
handle nationally advertised brands (other than their own), such co¬ 
operation becomes even more imperative. 

10. Economy . The final argument states that, in the last analysis, 
the chains do not actually save money for the consumer. Although com¬ 
plete price studies are not available, it is hard to see from those studies 
which have been made, from census cost data, or from the theoretical 
point of view, how this argument can be supported. 

COMPETITION 

It must be noted that the past success of the corporate chain has 
engendered strong competition from similar units in the same localities. 
In fact, in many localities, competition between corporate chain units 
is often more pronounced than competition between the corporate 
chain and other institutional types. This has served, among other things 
to reduce profit margins through price competition and to cause many 
units to add certain services, which have led, in turn, to increased costs 
of operation. 

In addition, the independent units have adopted certain techniques 
that have improved their competitive position. (See Chapter XII, 
dealing with Voluntary Chains and Supermarkets.) The indepen¬ 
dent has modernized his store, frequently uses self-service, and in many 
cases has succeeded in reducing the price advantage of the chain by a 
considerable margin. All this intensified competition, coupled with 
supply problems during the war, served effectively to check any in¬ 
crease in the importance of the combined sales volume of the chains. 

Future of the Corporate Chain 

From the preceding analysis, it is apparent that chains are facing 
certain barriers: the fact that not all consumers like the impersonal 
service offered, the increasing difficulties of personnel management as 
the size of organization grows, the diseconomies of large-scale opera¬ 
tion in retailing, the intensity of competition from other chain units 
and from independents, and the continuing pressures from chain-store 
taxes and other legislation. These limiting factors may be expected to 
reduce the possibilities of any further growth in the over-all importance 
of the corporate chain. 

On the other hand, the corporate chain can be expected to increase 
in individual instances by adding new lines of merchandise and by ex¬ 
ploiting new geographical territories. It may be expected that they 



THE CORPORATE CHAIN STORE 


215 


will endeavor to secure even more control over sources of merchandise. 
In order to lessen the impact of taxes, it may be expected that they 
will continue to reinforce their operation of the larger units and to 
eliminate the less efficient units. There is no evidence at hand as yet 
to indicate the inability of the managerial talent of such companies to 
continue to set the pace for all competitors. The chains may yet extend 
their importance by affiliating with independent retailers to obtain 
representation in communities too small to support their own units. 
The Walgreen chain already has such a system in operation, by which 
independent proprietors operate “Walgreen System” stores, using the 
chain organization as a wholesaler and as a source of advertising and 
merchandising material. 

Institutional and Organizational Changes 

Changes in internal organization . Because of evolutionary develop¬ 
ments, which will be discussed in the following section, the traditional 
pattern of internal organization has been modified in four directions: 
(1) toward the increased responsibility of the comptroller; (2) toward 
increased emphasis on a separate division dealing with personnel-man¬ 
agement practices; (3) toward an increased use of research through the 
formation of research bureaus; and (4) toward the beginnings of de¬ 
centralization of certain aspects of buying and sales promotion, ac¬ 
companied by an increased decentralization of the selling function. 

Changes in methods of operation . Preceding discussion has indicated 
that the greatest development in corporate chain operations took place 
in those commodity fields (groceries, drugs, and variety) where stand¬ 
ardized operations were possible. But it was during this very period, 
1918 to 1929, that the corporate chain was beginning to demonstrate 
its organization and operational adaptability to many commodity 
fields. Thus, many chains were established for the purpose of selling 
goods having high unit values (furniture), goods requiring a high degree 
of personal service (general merchandise and millinery goods), and 
goods with a high fashion element (specialty goods). For data on the 
trend of corporate chain sales in the major commodity fields, see Table 
48. Of particular importance was the adoption of the chain-store prin¬ 
ciple of operation by the department store, the mail-order house, and 
the leased department, as well as by the independent retailer through 
wholesaler-retailer cooperative chains. 

Since 1929, the rate of growth of the corporate chain has been checked 
and there has been a tendency toward retrenchment and reorganiza¬ 
tion. Many chains found it necessary to weed out their poorer member 
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units, and in some cases, to increase the average size of the individual 
unit. Internal disadvantages, discussed elsewhere, coupled with the 
growing competition between chains in the same field, raise further 
difficulties. At the same time, the independent retailer and wholesaler 
were developing successful competitive institutions—principally 
through the wholesaler-retailer cooperative chain and the supermar¬ 
ket—which further retarded corporate-chain growth. Moreover, the 
impact of the depression led to a considerable amount of government 
legislation designed to check the progress of the corporate chain. Final¬ 
ly, shortages of goods during the Second World War appear to have 
had more drastic effects on the corporate chain than on the independent 
retailer. 

As a result of all of these forces, the corporate-chain organizations 
have been adapting more unit stores to the supermarket principle of 
operation. For a discussion of this development, see Chapter XII, pages 
226to 233. The results of this adaptation have been to reinforce the com¬ 
petitive-price position of the corporate chain through the low-cost 
advantages obtained. In those instances in which operations of the 
regular corporate chain units appear to be unprofitable, the chain or¬ 
ganizations have begun to experiment with the possibilities of volun¬ 
tary chain arrangements. 


QUESTIONS 

1. In what sense has the corporate chain store been the most spectacular insti¬ 
tutional development in the marketing field? 

2. What have been the unique contributions of the corporate chain to the field of 
retailing? 

3. What kinds of retail operations have been adaptable to chain operation? Why? 

4. What have been the evolutionary elements back of the rise of the chain store? 

5. In what commodity fields have chains been most successful? Why? 

6. In what commodity fields have chains been unsuccessful? Why? 

7. To what extent do locational factors strengthen the chain stores' competitive 
position? or weaken it? 

8. What are the reasons back of chain-store price supremacy? 

9. What are the fundamental marketing weaknesses of the chains? 

10. Why have chains been so criticized? Evaluate the validity of the criticisms? 

11. Why have chains been made the subject of “special” government investigations 
and regulations? 

12. To what extent has the chain demonstrated its great adaptability to differences 
in operating conditions? 

13. To what extent does the supermarket principle have greater advantages over 
the orthodox chain-store unit? 

14. What are the survival chances of the corporate chain? 
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15. What, do you estimate, have been the effects of the corporate chain on market¬ 
ing costs and efficiency? 

16. Of what significance were the conclusions of the Federal Trade Commission in 
evaluating the corporate chain? 

17. How has the corporate chain acted as a vitalizing force in its competitive re¬ 
lationships with other types of retailing institutions? 

18. How valid are the competitive advantages of the corporate chain as far as 
selling prices are concerned? 



CHAPTER XII 

DEFENSES OF THE INDEPENDENT RETAILER 

One consistent economic battle in the field of retailing has been the 
competition between large-scale and small-scale units of operation. 
The preceding chapters have traced the developments that led to large- 
scale methods of operation. This chapter gives a view of the extent to 
which the fffdependent retailer has changed institutionally in order to 
combat these large-scale competitors. 

Institutional adaptations introduced by the independent retailers to 
compete against other types fall into two classes—wholesaler-retailer 
cooperation and supermarket operations. One of the significant devel¬ 
opments in the whole field of marketing has been the extension of the 
principle of integration by wholesalers and retailers through cooperative 
forms. The driving force behind wholesaler-retailer cooperation has 
been a desire to develop competitive strength against large-scale re¬ 
tailers, particularly the corporate chains. 

Wholesaler-retailer Cooperation 

Types of organization. Wholesaler-retailer cooperation refers to 
those types of organization by means of which wholesaling and retail¬ 
ing functions—and in some cases manufacturing functions—are inte¬ 
grated through voluntary associations of retailers alone, or through 
retailers cooperating with wholesalers. The purpose of such organiza¬ 
tions is to realize certain economies in operation that will strengthen 
their respective competitive positions against the corporate chain. The 
initiative for setting up such cooperative arrangements may come 
either from the retailer or from certain groups of wholesalers (the ser¬ 
vice wholesaler, the corporate chain, or the mail-order company). 

Chains sponsored by independent retailers may be simple coopera¬ 
tive arrangements created for the purpose of carrying on joint advertis¬ 
ing and other selling activities, or for the pooling of purchasing power 
in order to secure lower prices through larger unit purchases. In other 
cases, formal arrangements are entered into whereby the group of re¬ 
tailers sets up a separate wholesaling unit to perform joint buying, 
warehousing, and other merchandising functions, as well as to achieve 
a certain uniformity of store front and operation of each member unit. 

218 
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Such organizations are referred to generally as “retailer-cooperatives.” 

The retailer-cooperative is more truly cooperative than the voluntary 
chain, in that the members own and operate the wholesale facility on a 
cooperative basis. Capital is contributed and profits are shared on a pat¬ 
ronage basis. The members elect a board of directors for the wholesale 
and, through them, control the policies with respect to purchase, 
branding, pricing, etc. More services are performed by the retailers for 
themselves than is the case for retailers belonging to a voluntary chain. 
Thus the expenses of the retailer-cooperative are much lower as a per¬ 
centage of sales than for the voluntary (see Table 54). 

About 80 retailer-cooperative chains are federated into the National 
Retailer-owned Grocers Association, which they own cooperatively 
through stock ownership. This organization pools orders for the mem¬ 
ber chains on staple articles, which they buy from manufacturers. 
Title to this merchandise is taken by the national, which sells to the 
members at a markup to cover expenses. Any profits of the national 
are disbursed to the member chains on a patronage basis. The national 
organization furnishes buying information to the chains, supplies pro¬ 
motional material, and maintains a freight-rate bureau. 

The voluntary-group wholesaler operates his wholesale enterprise 
free from any control by the affiliated retailers. He furnishes advice 
and promotional material to the retailer on a fee basis, but all profits 
accrue to the wholesaler and he bears all the expense. The expenses of 
the voluntary are higher than those of the retailer-cooperative, because 
of the difference in service performed, and the retailer is not so loyal 
in his patronage as is the member of the retailer-cooperative. 

Cooperative types initiated by the service wholesaler, the corporate 
chain, or the mail-order company are referred to as voluntary chains. 1 
Under such an arrangement, the group of retailers, while maintaining 
independence of ownership, unite with the wholesaler in a contractual 
agreement to operate according to a uniform method and to use the 
sponsoring wholesaler as a principal source of supply. 

Those types of cooperative chains which are organized by retailers 
have varying methods of operation, depending on the purpose for which 
the chain is used. If the purpose is the mere pooling of resources for 
advertising and selling, no formal plan of operation need be agreed 
upon. Informal methods may be used to obtain contributions from in¬ 
dividual members for advertising designed to feature “price leaders.” 
A similar simplicity of operation exists where members pool orders. 

1 Retail units of such chains are to be distinguished from units that may be owned 
and operated by the wholesaler, the corporate chain, or the mail-order house. 
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The pooled orders may be handled by any member who is designated 
as the permanent buyer for the pool; the buying function also may be 
spread among members on a rotating basis. Certain members may be 
used as specialized buyers on a commodity basis; purchases may be 
made either from existing types of wholesaler middlemen or directly 
from manufacturers, depending on the scale of operations. 1 

The retailer-owned wholesaler arrangement requires a much more 
formal organization. In most cases, the sponsoring members incorpor¬ 
ate to form a company to carry on the wholesaling functions, in which 
stock ownership is based on the amount of purchases made by each 
member. IrilSther cases, the sponsoring members use a formal contract 
under which the parties to the integrated wholesale organization agree 
to do certain things. 

Whatever the forrh of sponsoring wholesaler organization, nearly all 
voluntary chains make use of the formal written contract between the 
independent retailers and themselves. As a part of this written contract, 
the member retailers agree to assume most or all of the following ob¬ 
ligations: 

1. To use the sponsoring wholesale organization as a source of merchandising 
advice 

2. To push those private brands of merchandise made available by the wholesaler 
organization 

3. To give the wholesaler organization a stipulated proportion of total purchases 

4. To remodel stores along uniform lines suggested by the sponsor 

5. To feature certain price leaders in accordance with announced plans 

6. To maintain store records in accordance with suggested accounting methods 

7. To pay certain membership fees for the advantages received 

In return for compliance with these obligations, the sponsoring 
wholesale organization agrees to do most or all of the following: 

1. To furnish each member of the voluntary chain with a complete line of private- 
brand merchandise 

2. To provide plans and aid in store layouts and displays, in store remodeling, 
and in store signs 

3. To provide to each member merchandise that can be featured as price leaders 

4. To supply advertising and other merchandising aids to the group 

5. To furnish supervisory advice 

6. To provide uniform accounting systems and professional help to each member 2 

1 Phillips, Marketing , pp. 476-485. 

2 Based upon the discussion in Phillips, op. cit. y Chap. XVII. 
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Development of wholesaler-retailer cooperation . While these coopera¬ 
tive chains are found principally in the marketing of groceries, significant 
numbers of organizations exist also in the drug, hardware, drygoods, 
and variety fields. The earliest retailer-cooperative was organized 
in Baltimore (1887) and Philadelphia (1888). A buying pool in the 
drug field was started in the Philadelphia market in 1888. However, 
the period of greatest development of all types of cooperatives has been 
since 1920. It was during this period that independent retailers and 
wholesalers felt keenly the competition of the corporate chains. By 
1930 the Federal Trade Commission reported that 393 organizations 
in the food field operated 53,400 stores. 1 


TABLE 52.—INCREASE IN THE NUMBER OF UNITS OPERATED BY 
149 WHOLESALER-RETAILER CHAINS IN THE GROCERY FIELD, 
1920-1930, BY TYPES* 


Year 

Cooperative 
advertising 
and selling 

Retailer- 

owned 

wholesaler 

Wholesaler- 
sponsored 
voluntary chains 

Total 

1920 

41 

1,308 

0 

1,349 

1921 

41 

1,473 

0 

1,434 

1922 

42 

1,701 

13 

1,758 

1923 

42 

1,931 

27 

2,010 

1924 

52 

2,284 

41 

2,392 

1925 

67 

2,600 

231 

2,906 

1926 

75 

3,100 

706 

4,346 

1927 

340 

4,031 

1,679 

6,135 

1928 

425 

4,608 

4,808 

10,767 

1929 

1,351 

3,440 

11,231 

18,207 

1930 

1,966 

3,869 

14,178 

22,013 


* Facta in Food and Grocery Distribution (New York: The Progressive Grocer , 1942). 


Data available for 149 identical chains are contained in Table 52. 
From this table it will be seen that the growth was over fifteenfold, 
from 1,349 stores in 1920 to 22,013 stores in 1930. The most rapid 
growth has been in the voluntary chain, from no units in 1920 to 14,178 
stores in 1930. The cooperative pooling arrangement increased from 
41 to 1,966 units, while the retailer-sponsored wholesalers increased 


1 Federal Trade Commission, Chain Stores: Cooperative Grocery Chains (Washing¬ 
ton, D. C.: Government Printing Office, 1932). 
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from 1,300 to 3,869 units. Especially to be noticed is the rapid growth 
since 1925. 

More complete data available since May, 1930, indicate an increase 
from 59,640 units, as of that date, to 108,750, as of January, 1942 (see 
Table 53). This period was marked by a continuation of the rapid shift 
toward the voluntary chain type of operation, which began in 1926, as 
revealed in Table 52. Whereas this type of cooperative chain operated 
34,311 units in May, 1930, or less than 60 per cent of all cooperative 
chain units, it accounted for 81,081 units in January, 1942, or about 


TABLE 53.-wiNCREASE IN THE TOTAL NUMBER OF WHOLESALER- 
RETAILER CHAIN UNITS IN THE GROCERY FIELD, 

MAY, 1930 TO JANUARY, 1942, BY TYPES* 


Period 

♦ 

Cooperative 

advertising 

and 

selling 

Retailer- 

owned 

whole¬ 

saler 

Wholesaler- 

sponsored 

voluntary 

chains 

Total 

May, 1930. 

7,253 

18,076 

34,311 

59,640 

March, 1932. 

6,575 . 

22,110 

54,537 

83,224 

October, 1933. 

7,927 

21,964 

60,896 

90,787 

March, 1935. 

6,258 

22,723 

73,153 

102,134 

October, 1935. 

7,135 

23,654 

73,450 

104,239 

February, 1936. 

5,648 

23,604 

77,891 

106,956 

January, 1938. 

3',949 

24,849 

81,242 

■ 

January, 1942. 

2,627 

25,042 

81,081 

■ HH 


♦ Fact* in Food and Grocery Distribution (New York: The Progressive Grocer, 1942). 


75 per cent. The number of retailer-owned wholesaler chain units in¬ 
creased only from 18,076 to 25,042, while the number of cooperative 
advertising and selling units declined from 7,252 to 2,627. It is this 
decline that accounts for the shrinkage in the total number since Jan¬ 
uary, 1938. The same source indicates that the cooperative and volun¬ 
tary chains did over 3 billion dollars of business in 1942, as against 
sales of $3,820,000,000 for the corporate chains. 1 

Scattering data show the spread of wholesaler-retailer chains in 
fields other than grocery stores. The FTC study reported that 24 groups 
in the dairy field in 1929 had 6,041 units, as against 3,512 corporate 
chain stores, but that the corporate chain units had a larger volume of 

1 Facts in Food and Grocery Distribution (New York; The Progressive Grocer , 1942), 

p. 2. 
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sales per store, as well as larger total sales. The same study shows that 
six groups in the hardware field had 990 units in 1929 as contrasted 
with 458 corporate chain units. 1 

No data are available to measure the importance of wholesaler-re¬ 
tailer cooperation in the drug, variety-store, dry-goods, and automo¬ 
bile-supply fields, although it is known that such chains are sponsored 
in these fields by Walgreen, Butler Brothers, and the Western Auto 
Supply Company, respectively. Sears Roebuck is reported to have or¬ 
ganized 36 independent department stores and 24 other independent 
stores on voluntary chain principles. 2 

Competitive advantages . 3 Behind the growth of wholesaler-retailer 
cooperative chains is the desire of the independent retailer to secure as 
nearly as possible the same price and operating advantages as those 
enjoyed by the units of the corporate chain. Members of the voluntary 
chains strive for uniformity of appearance and layout, the use of larger 
scale organization at the central offices, mass advertising, price com¬ 
petition, private-brand merchandise, and similar advantages. The 
orthodox wholesaler expects to increase his total business while at the 
same time strengthening the competitive position of his customer, the 
independent proprietor. The corporate chain and mail-order companies 
(such as Walgreen in the drug field) may be said to have three reasons 
for sponsoring voluntary chains: (1) to obtain retail representation in 
cities and neighborhoods that cannot economically support regular 
units, (2) to make a more efficient use of their warehouses and central 
organization by increasing the volume of business handled, and (3) to 
reduce the number of units subject to state corporate chain taxes. In 
actual practice this last advantage has not accrued in all states. In 
some cases (as for example, Colorado), state courts have ruled that 
voluntary chains are subject to the chain-store tax if control is vested 
sufficiently in a corporate chain or a wholesaler, so that the independent 
retailers are not really voluntarily cooperating. 

In many cases, an independent retailer may secure membership in a 
voluntary chain only after he has agreed to remodel his store in ac¬ 
cordance with the chain’s plan of operation. If the store maintains its 
traditional method of full-service retailing, such modernization may 
increase sales because of increased attractiveness, together with some 

1 FTC, Chain Stores: Cooperative Drug , and Hardware Chains (Washington, D. C.2 

Government Printing Office, 1932), p. 5. 

3 “Sear’s Store Policy,” Business Week (Sept. 16, 1939), pp. 41-43. 

3 Discussion here is from the point of view of the retailer. The importance of the 
voluntary chain for the wholesaler is discussed in Chapter XIV. 
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featuring of lower prices. If remodeling results in the use of chain or 
supermarket principles of self-service and layout, further advantages 
may accrue from significant increases in sales, coupled with important 
reductions in costs of operation. Further, depending on the type of 
wholesaler-retailer cooperation, the retailer may be able to shift a con¬ 
siderable burden of accounting, advertising, and buying functions to 
the central organization; this gives more time for effective selling, for 
trimming windows, for analyzing turnover and duplication of stock, 
and for keeping adequate records. 


TABLE 54.—AVERAGE EXPENSE RATIOS OF THREE TYPES OF 
GROCERY WHOLESALERS, 1939* 


Type of operation 

Number of 
establish¬ 
ments 
included 

Operating 
expenses as 
percentage 
of sales 

Not sponsoring cooperative or voluntary groups (old- 
line) . 

2,786 

638 

0.6 

Voluntary-group wholesalers. 


Retailer-owned cooperatives. 

136 

5.2 



* Census of Business: Wholesale Trade, 1039, Vol. I (Washington, D. C.: Government Printing Office, 
1943), p. 6. 


Advantages result also from lower cost of merchandise. Unfortu¬ 
nately, no adequate cost data are available with which to measure the 
entire integrated wholesale-retail function as against the costs of the 
non-integrated segments. The problem of cost comparison is compli¬ 
cated because of different methods of keeping records by the two types 
of retail institutions. Two conditions, at least, serve to reduce prices 
to the retail members: (1) when the unit of purchase is increased by the 
pooling of orders through the wholesaler, and (2) when the retailer- 
owned wholesale and voluntary chain feature items of private-brand 
merchandise at lower prices. 

Members of wholesaler-retailer cooperative chains claim lower selling 
prices as one of their advantages. Such evidence as is presently avail¬ 
able clearly demonstrates that these chains do not meet corporate 
chain prices, nor do they meet supermarket prices, unless they operate 
along similar principles. Yet these chains do have some selling-price 
advantages over regular independents, because of lower costs of mer- 
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chandise and improved methods. The Federal Trade Commission study 
indicates price advantages of 0.9 to 2.3 per cent over strictly indepen¬ 
dent competitors, 1 while other studies have revealed variable relation¬ 
ships. 2 

Perhaps as important an advantage as lower selling prices is that 
arising from improved methods of retailing. Improved appearance and 
layout of the store make these affiliated independent units as attrac¬ 
tive as any unit of a corporate chain. Improved methods of operation 
and accounting overcame some of the basic deficiencies of the orthodox 
independent retailer. Through the cooperative setup the member stores 
obtain a wide line of private-brand merchandise, which reduces the 
amount of direct price comparison with competitors. Finally, by pool¬ 
ing resources, each retailer secures the benefits of selling aids not avail¬ 
able to any orthodox independent proprietor because of prohibitive 
costs. 

Competitive disadvantages . Despite the many advantages that in¬ 
dependent retailers have obtained from wholesaler-retailer cooperative 
arrangements, many disadvantages remain to be overcome. It was in¬ 
dicated above that one of the primary advantages has been the attempt 
to emulate chain-store operations while keeping all the advantages of 
the independent proprietor. This leads to perhaps the single most im¬ 
portant disadvantage—the failure of the retailer to cooperate and to 
subject himself to central control. This has manifested itself in several 
ways: in the unwillingness of the members to accept full supervision 
and integration of functions from central offices, in the failure of mem¬ 
bers to give the integrated wholesaling unit as much business as pos¬ 
sible, and in the failure to put all policies into effect because the central 
organization can only “suggest.” 

Closely allied to this disadvantage is the need for increased super¬ 
vision by the central organization. Many voluntaries use advisers, who 

1 T. N. Beckman and II. D. Nolen, The Chain Store Problem (New York: Mc¬ 
Graw-Hill Book Company, Inc., 1938), p. 113. 

2 See the following: C. F. Phillips, “Chain, Voluntary Chain and Independent 
Grocery Store Prices, 1930 and 1934,” Journal of Business of the University of Chicago , 
April, 1935, p. 145. This study indicates a price advantage of voluntary chains over 
independents, in five small towns of central New York, of 3.63 per cent. 

L. Doman, A Study of Price Difference in Retail Grocery Stores in New York State 
(Ithaca, N. Y.: Cornell University Agricultural Experiment Station, 1937). This 
study also indicates a slight price advantage over independents. 

C. F. Phillips, “Chain, Voluntary Chain, and Independent Grocery Store Prices,” 
1938. Journal of Business of the University of Chicago , Vol. XII, No. 1 (1939), 
pp. 24-29. This study indicates a slight price advantage for the voluntary chain. 
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try to secure the compliance of each member unit with the basic poli¬ 
cies; at the same time, they serve as an effective channel for transmit¬ 
ting each member’s ideas and criticisms to the central organization. 
These contact men also act as instructors in salesmanship, advertising, 
pricing, and other necessary functions. While the voluntary and other 
cooperative chains are in an opportune position to train their members 
in accounting, in providing central accounting assistance, and in setting 
up objective standards of performance, all too few have actually met 
the challenge. As is true of any cooperative movement, the lack of pro¬ 
vision for equitable distribution of profits has resulted in much member 
dissatisfacti<Wt. The failure of many members to modernize their stores 
completely and quickly means that they have failed to meet effectively 
the price and nonprice competition of corporate chains. 

Future of wholesalm'-retailer cooperation. There is no doubt that 
these chains have, to date, been the salvation of both wholesalers and 
retailers in the grocery trade. They represent the most effective attempt 
at competition with corporate chains. Even the mail-order companies 
and corporate chains have realized important advantages from the use 
of the voluntary chain. Butler Brothers, for example, has been able to 
secure the affiliation of over 2,500 members in their variety chain (the 
Ben Franklin Stores). 

The challenge of the future lies in the degree to which completely 
effective cooperation can be secured. Such cooperation means a willing¬ 
ness on the part of each retail member to merge his independence of 
operation into some central group with certain unified purposes. The 
cooperative and voluntary chains have withstood successfully the 
test of time. If the movement is to continue to gain in importance, in¬ 
dividual members must agree to delegate supervisory control more 
adequately to the central organization. Only such an agreement can 
make it possible to use the best specialists and to make full use of the 
principle of division of labor. 

The Supermarket 

In a discussion of the supermarket as one type of competitive defense 
of the independent retailer against the large-scale retailer, it must be 
remembered that this development has not only been used by inde¬ 
pendent retailers but by other institutional groups as well. Thus, while 
much of the analysis of the supermarket is contained in this section, 
much of what is said here applies to the development of corporate chain 
organizations. 
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The supermarket is the most recent type of retail institution to ap¬ 
pear, but already it has left a deep imprint upon competitive types. 
It is so new that no agreement has been reached as yet on a definition 
of the type. A majority of writers in the field of retailing tend to de¬ 
scribe it as a form of retail operation that is characterized by the use of 
a large space (5,000 square feet or more), mass displays of merchandise 
arranged by departments, and extremely low prices. By these means, a 
sales volume of $250,000 or more per year is attained. Some writers go 
so far in their respective definitions as to stipulate that the store employ 
10 or more persons. Because of the volume of sales attained, these stores 
find it possible to obtain merchandise directly from manufacturers. 

Despite all that has been written on the subject, there seems to be 
no good reason for setting a size limit on sales volume in any definition 
of the supermarket. Instead, emphasis should be placed on its methods 
of operation, whereby larger-than-average sales volumes result. These 
methods may be listed as follows: (1) emphasis on volume sales featur¬ 
ing lowest prices of all types of food store; (2) arrangement of mer¬ 
chandise into easily identified departments; (3) mass displays of mer¬ 
chandise to be sold, with emphasis on variety; (4) broad aisles and 
merchandise baskets provided, to facilitate large movements of cus¬ 
tomers; and (5) several checking counters, to expedite movement of 
customers out of the store. In one sense, the supermarket may be 
thought of as a logical successor to earlier types of self-service units in 
the food field (such as the Piggly-Wiggly Stores). 

The supermarket, because of its basic characteristics, cuts across 
many types of operation in the retail field. Thus supermarket units may 
be operated as independent stores, corporate chain units, voluntary 
chain units, or special supermarket chains. In addition, there exist 
chains of supermarkets operating as larger department units within 
department stores. 1 This adaptability means that the relative merits 
of supermarket operation have to be considered not only in the light 
of its individual characteristics, but also in relation to its operation as 
independent, chain, or leased-department unit. 

Development . The supermarket has passed through three periods of 
development to reach its present position. The first period, prior to 
1930, was characterized by few units, located principally in Los Angeles. 
In 1929 there were only 25 units in operation in that locality, and prac¬ 
tically all were operated by independent proprietors. Many of these, 
as well as later units, rented out concessions for the sale of drugs, 

1 For example, the Hillman’s Pure Food Stores operating in Sears, Roebuck and 
Company department stores in Chicago and the suburbs. 
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liquors, ice cream, and lunches. The second period, 1930 to 1935, was 
characterized by a mushroom growth, influenced in no small measure 
by the depression and by attempts to overcome corporate chain com¬ 
petition. In Los Angeles, for example, the number of units by 1935 had 
increased to 193. In the East, this period saw the development of a 
type of supermarket, now nearly extinct, that emphasized location in 
abandoned factories and warehouses, makeshift fixtures, and markedly 
low prices. 1 

Up to 1935 the supermarket was predominately a development 
sponsored by and dominated by the independent. Beginning with 1935 
(approximate!^), the supermarket began its greatest period of expan¬ 
sion during which this method of operation was adopted by the cor¬ 
porate chain. This adoption was so complete that many chains aban¬ 
doned their old-style^fetores and devoted their energies and resources 
toward setting up chains of supermarkets. One source 2 * * * * * estimates the 
growth as follows: 


1934 

400 

1940 

6,175 

1936 

1,200 

1941 

8,175 

1937 

3,066 

1942 

9,011 

1938 

3,700 

1943 

9,809 

1939 

4,982 

1944 

1945 

9,460 

9,575 


This growth evidently includes many units doing less than $250,000 of 
sales in the years indicated. Subsequent data based on a minimum sales 
volume of $250,000 showed that there were 8,894 units in January, 
1942, and 8,746 in October, 1944. 8 Zimmerman estimates that super¬ 
markets did a business of 150 million dollars in 1932 and 4}^ billion 
dollars in 1946. 

By means of a special tabulation of census data for 1939, it is pos¬ 
sible to show the importance of food stores doing $100,000 or more of 
business (see Table 55). If it is assumed that supermarkets use both 
self-service and clerks, then 10,296 units did over 2 billion dollars of 
business, or 26.5 per cent of the sales of all food stores. If the concept 

1 Two of these may be noted: the King Kullen unit in Long Island, N. Y., founded 

in 1930; and the Big Bear unit, one of a chain founded in Elizabeth, N. J., in 1932. 

Because of these names, this period in supermarket history is sometimes referred to 

as the “wild-animal” period. 

8 M. M. Zimmerman, ed., Super Market Merchandising , February, 1937, pp. 6 and 

20, and January, 1940, p. 4; and The Supermarket—Its Growth and Future (New 

York: Super Market Merchandising , 1946). 

8 Supermarkets in the United States (Philadelphia, Pa.: Research Department* The 
Curtis Publishing Company, 1945). 
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is narrowed to include only self-service stores, 6,221 stores accounted 
for 1.38 billions, or 17.9 per cent of the sales of all food stores. 1 

Locational factors . Originally the supermarket attempted to utilize 
the low-rent sites available in large cities. While this policy was effect¬ 
ive during the depression period, it had the natural limitation of re¬ 
stricting any large sales to those customers who owned automobiles. 
Furthermore, this policy was usually accompanied by the use of low- 
cost fixtures. While this made possible very inexpensive operation, it 
acted as a limiting factor because the very nature of large-scale retail¬ 
ing emphasized the use of modern layout and equipment. 


TABLE 55.—ESTIMATED NUMBER AND SALES OF STORES DOING 
$100,000 OR MORE OF BUSINESS IN 1939 


Type 

Number 

Sales 

Percentage of 
all food sales 

Self-service stores. 

6,221 

$1,380,544,000 

WEBm 

Clerk-service stores. 

4,075 

765,693,000 

■SI : 

Total. 

10,296 

$2,146,237,000 

26.5 


Accordingly, with the expansion of the supermarket, and particularly 
with its adoption by the corporate chain, the policy shifted to one of 
utilizing “string-street” locations and neighborhood shopping centers. 
This made possible the servicing of almost as many customers as are 
handled by the typical combination food store, while at the same time it 
made available a store of a size necessary to allow for supermarket lay¬ 
out and operation. By the choice of such locations, the supermarkets 
made possible more frequent shopping trips each week and placed some^ 
what less emphasis on the need for large average purchases. 

It is erroneously assumed by many persons that the supermarket is 
found principally in the larger cities, with populations of 100,000 or 
more. Available data indicate that this conclusion is far from being true 
(see Table 56). As of October, 1944, 58.7 per cent of 8,746 supermarkets, 
each doing $250,000 or more per year, were located in cities containing 
fewer than 100,000 persons. This represents an increase from 54.6 per 
cent in January, 1942. Even more startling is the fact that as of Oc¬ 
tober, 1944, more supermarkets of the size indicated were located in 
cities of 25,000 to 100,000 population than in any other single group. 


1 Self-service Stores and Supermarkets (New York: The Progressive Grocer , 1941). 
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As interesting is the fact that the number of supermarkets increased in 
all cities under 25,000 while the total number of supermarkets declined 
by 148 units in the same period. 

It is recognized, of course, that if data were available showing sales 
volumes they would reveal undoubtedly that a larger proportion of the 
total sales volume was done by units in the larger cities. But the data 
referred to point conclusively to the fact that many units in the smaller 
cities have changed methods of operation in order to attract a wider 
range of customers. 


TABLE NUMBER OF SUPERMARKETS, BY SIZE OF CITY, 
JANUARY, 1942, AND OCTOBER, 1944* 


Size of city 

January, 1942 

October, 1944 

Number 

Percentage 
of total 

Number 

Percentage 
of total 

500,000 or over. 

2,176 

24.5 

1,887 

21.6 

100,000-500,000. 

1,857 

20.9 

1,724 

19.7 

25,000-100,000. 

2,006 

22.5 

1,960 

22.4 

10,000- 25,000. 

1,242 

14.0 

1,311 

15.0 

5,000- 10,000. 

811 

9.1 

895 

10.2 

2,500- 5,000. 

480 

5.4 

550 

6.3 

Under 2 500. 

322 

3.6 

419 

4.8 

Total. 

8,894 

100.0 

8,746 

100.0 


* Super Market 9 in the United States, (Philadelphia, Pa.: Research Department, The Curtis Publish¬ 
ing Company, 1945). 


Size. Enough has been said in earlier sections to indicate that the 
definition of a supermarket has not been crystallized sufficiently to per¬ 
mit an adequate study to be made of size variations. It is evident, how¬ 
ever, that, even with the present difference in definition, no supermar¬ 
ket does less than $100,000 annually. The reasons for this large volume 
stem from the nature of the supermarket method of operation. 

Competitive advantages. Among the competitive advantages of the 
supermarket, first is a wide assortment of merchandise. This m ak es 
for larger sales than are possible in competitive types of grocery and 
meat stores and explains, in part, why the supermarket requires so 
much floor space. This expansion in the number of lines makes it pos¬ 
sible for supermarkets to buy in large quantities directly from manu¬ 
facturers and primary sources. Furthermore, the volume of goods han- 
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died makes it possible to set up related items in departments and to use 
effectively mass displays of merchandise. 

A second advantage arises directly out of the use of a variety of mer¬ 
chandise lines; this is true particularly of supermarkets in smaller cities. 
These supermarkets generally make an attempt to carry goods in lines 
other than groceries and meats. This may be done under the supervision 
of the same owner or by the use of concessions. Through this means it 
is possible for the supermarket to expand its total sales, as well as to 
increase its average sale per customer. It also gives the supermarket 
an opportunity to spread its overhead over a broader sales base. 

A third advantage is in low competitive prices. This advantage is 
such that the corporate chain, through its supermarket, can undersell 
both its other smaller units and the independent supermarket. It also 
means that the independent supermarket frequently meets or under¬ 
sells the orthodox corporate chain unit. A study made by Phillips in 
1939 indicated that prices in independent supermarkets were 5.5 per 
cent higher than those in corporate chain supermarkets, that prices in 
the orthodox chain units were 8.5 per cent higher, and that prices in 
the typical independent store were about 14 per cent higher. 1 

These price advantages arise from the low-cost position of the super¬ 
market. One source claims for supermarkets an 8 per cent cost advant¬ 
age over the orthodox chain unit. 2 * * * Another source indicates that the 
corporate chain has costs for its supermarkets about 7.5 per cent below 
those of its orthodox units (12.47 per cent of sales, as compared with 
19.94 per cent). 8 Where these price advantages accrue, they may be 
traced to the following conditions: the use of cheaper rent locations, 
sales on a cash and self-service basis, rapid turnover, and high unit and 
total sales in relation to the personnel and space utilized. Thus it is 
seen that the supermarket, as developed by both corporate and volun¬ 
tary chains, represents the most attractive food store available in any 
neighborhood, offering the greatest variety of merchandise in a genuine 
bargain atmosphere. 

Competitive disadvantages . To the extent that the supermarket has 
eliminated certain services, this circumstance has served to eliminate 
the patronage of those groups of customers who desire personalized 

1 C. F. Phillips, “Supermarket and Chain-store Food Prices,” Journal of Business 
of the University of Chicago , Vol. XII, No. 4, 1939, p. 332. 

2 H. H. Maynard, W. C. Weidler, and T. N. Beckman, Principles of Marketing , 

3d ed. (New York: The Ronald Press Company, 1939), pp. 178-179. 

* M. M. Zimmerman, “How and Why the Supermarket Idea Brings Profits to 

Chain Systems,” Printers* Ink (Jan. 19, 1939), p. 56. 
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selling. It is obvious, of course, that the supermarket can overcome this 
disadvantage by fundamental changes in policy. This many have done 
by securing better location, by obtaining more attractive fixtures and 
illumination, and by making deliveries, giving shopping help within the 
store, and providing transportation service in cases where the store is 
not centrally located. But while all these services add customers, they 
also cause the supermarket to experience a rising cost ratio. 

A third disadvantage arises from increasing competition between 
supermarkets. This takes the form of service competition, as well as 
intensified price competition; and since sales cannot expand indefinitely 
in any particular shopping center, this means in most cases a rising 
ratio of costs to sales. One study reveals cost ratios of 15.8, 16.8, 16.9, 
and 18.2 per cent in four Los Angeles supermarkets, or ratios consider¬ 
ably higher than the supermarket ratios in less competitive areas. 1 
From the viewpoint of many smaller operators, the supermarket has 
the disadvantage of requiring as much as $50,000 to $100,000 of initial 
investment. This, in turn, involves a relatively high overhead. The 
effect of these cost items is to increase the risk from unsatisfactory 
operations. 

A preceding section has demonstrated clearly that one supposed 
disadvantage—the lack of adaptability of the supermarket to town or 
smaller cities—is not supported by the facts. There is no reason to be¬ 
lieve that a food store operating on modern supermarket principles, 
and with other lines of merchandise handled through concessions, 
should not be able, even in smaller cities, to attract customers from a 
wide trading territory. 

Some believe that the supermarket suffers further in that it must get 
relatively high unit sales from each customer because of the infrequency 
of his trip to the store. This was probably true of the earlier supermar¬ 
ket located in a low-rent district; but the recent adaptation of the 
supermarket to neighborhood shopping districts and “string streets” 
has meant more frequent customer visits. Where the supermarket has 
instituted delivery service (free or otherwise), the problem of handling 
large unit purchases is overcome. 

Future of the supermarket . Because of the physical size and dollar 
volume required for economical operation, the supermarket will ex¬ 
perience a declining rate of increase in relative importance. Further, the 
developments described above have served to increase costs and com- 

1 C. F. Phillips, “Yes, Supermarket Grows but There's a Limit: an Economic 
Study/' Printers’ Ink (July 28,1939), p\ 25. 
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petition from other supermarket units. Two avenues of development 
remain that have not been exhausted. One is the expanded use of this 
method of operation by the voluntary chain (see the following chap¬ 
ter). Of equal importance is the possibility of reorganizing the general 
store on supermarket principles and of using these principles in other 
commodity fields. The supermarket is responsible for making price 
competition the key factor in food-store operation; this influence will 
continue to be emphasized in coming years. Naturally the supermarket 
principles (unless supplemented by a high degree of service) cannot be 
adapted to the sale of style merchandise, nor can they be applied when 
the physical size of the product is so small as to increase drastically the 
amount of loss through theft. 

QUESTIONS 

1. What reasons can be advanced to explain the institutional modifications of the 
independent retailer? 

2. How has the movement for larger scale of operation affected the competitive 
position of the independent retailer and his competitive reactions? 

3. To what extent has the wholesaler-retailer cooperative movement been the 
result of the wholesaler’s initiative? Of the retailer’s initiative? 

4. What forms has the wholesaler-retailer cooperative movement taken? What 
reasons can be advanced for each form? 

5. What are the competitive advantages of each form of wholesaler-retailer co¬ 
operation? How do these advantages help in explaining the direction of the move¬ 
ment to date? 

6. To what extent does the wholesaler-retailer cooperative movement have 
limitations? What is the nature of each? 

7. How valuable has the wholesaler-retailer cooperative movement been in im¬ 
proving the independent retailer’s managerial abilities? His ability to meet price 
competition? The physical arrangement of his store? 

8. Does the wholesaler-retailer cooperative movement have any fundamental 
strength in permitting the independent retailer to secure the advantages of vertical 
integration? Any fundamental weaknesses? 

9. To what extent has the wholesaler-retailer cooperative movement depended 
on the corporate chain for its fundamental methods of operation? 

10. Why has the wholesaler-retailer cooperative been restricted to only a few 
commodity fields? 

11. What difficulties arise in any attempt to define a supermarket? Why should 
there be so many difficulties? How can these be reconciled? 

12. How do you explain the rise of the supermarket as a competitive defense of the 
independent retailer? 

13. What are the origins of the supermarket? What are its fundamental charac¬ 
teristics? 

14. What changes have taken place in the relationship between the supermarket 
and its location? 
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15. What fundamental changes in internal layout and operation has the super¬ 
market introduced? 

16. How do you explain the increasing interest of the corporate chain in super¬ 
market operations? 

17. Why has the supermarket principle not been applied to fields other than food 
stores? 

18. What fundamental advantages does the supermarket offer to the retailer? 
To the consumer? 

19. What are the limiting factors to the growth in importance of supermarkets? 
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CHAPTER XIII 

CONSUMERS 7 COOPERATIVES 

In Chapter XII, the application of cooperative principles to retailing 
by both retailers and wholesalers was discussed. This chapter will deal 
with a second significant application of cooperation to retailing—con¬ 
sumers 7 cooperation. Under this arrangement consumers form coopera¬ 
ting groups for the purpose of opening retail stores through which their 
own needs and the needs of those who choose to patronize their outlets 
may be supplied. Such enterprises tend to integrate their retail opera¬ 
tions with wholesaling functions and, in certain situations, with manu¬ 
facturing operations as well. The movement has had broad develop¬ 
ment because its appeal has economic, sociological, and, in an increasing 
number of instances, even religious foundations. 

Meaning and Types 

Meaning. Consumers 7 cooperatives represent types of retail stores 
that are differentiated from other types only by virtue of ownership 
and philosophy of business practices. They represent, as has been 
noted above, stores in which consumers voluntarily band together ac¬ 
cording to cooperative principles, in order to manage the marketing 
institutions from which the bulk of their particular merchandise needs 
are to be met. Generally the members believe in cooperation as a philos¬ 
ophy of life, as well as a method by which to derive certain economic 
benefits. It is usually conceded that consumers 7 cooperatives in retail 
marketing achieve success not so much from a revolution in distribu¬ 
tion methods, such as characterized the corporate chain, as from the 
unity of purpose to be found among the membership and the changes 
in business practices that are introduced. 

Types. There are many types of consumers 7 cooperatives. As useful 
as any one classification scheme is that used by the U. S. Department 
of Labor in its studies. 1 These studies distinguish between local asso¬ 
ciations and federations. Local associations, in turn, are divided into 
those engaged in retail distribution of goods; those performing services, 

1 “Operation of Consumers 7 Cooperatives in 1944, 77 Monthly Labor Review , 
September, 1945. 
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such as room and board, medical, hospital, or burial services; and those 
furnishing electricity, telephone, credit-union, or insurance facilities 
and services. The federated cooperatives may be subdivided into three 
groups: (1) those organized on a district, regional, or interregional basis 
to perform wholesale functions, (2) those representing federations of 
the local service cooperatives, and (3) those performing production 
functions. In addition to these types, a distinction can be made be¬ 
tween rural and urban groups, since many of the rural societies also 
act as purchasers of durable goods used by farmers in their production. 
Special types exist, also, as affiliations with religious groups. 

Economic aflfte. The best statement of the economic aims of con¬ 
sumers' cooperatives is the eleven-point program formulated by J. P. 
Warbasse. 

1. To substitute the service motive for the profit motive \ 

2. To eliminate the large privileged incomes realized from rent, interest, high 
salaries, speculation, and dividends 

3. To make more people workers 

4. To make more people owners 

5. To encourage a sense of thriftness and the sense of responsibility that goes with 
ownership 

6. To get people as neighbors working together for their common good 

7. To train people to administer their own industries in their own interest 

8. To substitute mutual aid for rivalry and antagonism 

9. To restore to people their long-lost control of the food supply and of natural 
needs 

10. To decentralize control over the lives of people and to place that control with 
the individual, the family, and the local group 

11. Finally, to lessen the need of government functions and to promote the decline 
of the political state 1 

It is apparent from this program that consumer cooperation has 
much broader implications than merely marketing reforms. In order to 
understand the meaning of cooperation as embodying part or all of the 
above economic philosophy, it is necessary, also, to understand what 
is meant by the so-called “Rochdale Principles." These principles 
originated in 1844 with the cooperative efforts of the flannel weavers 
in Rochdale, England, and include the following fundamentals: 

1. That no limitations may be placed on membership although no shares of stock 
may be sold outside the association 

2. That emphasis be placed on the democratic control and operation of the cooper¬ 
ative by placing no restrictions on membership; by permitting each member to have 
only one vote, regardless of the number of shares of stock owned; and in some cases, 
by permitting officers to hold office for only one term 

1 J. P. Warbasse, Cooperative Democracy (Now York: Harper & Brothers, 1936), 
pp. 22-23. 



CONSUMERS' COOPERATIVES 


237 


3. That patronage dividends be returned to members after requirements have been 
met 

4. That, in order to emphasize economy of operation, most cooperatives provide 
only for cash sales 

5. That, finally, all cooperatives should count as normal operating expense the 
need for carrying on continuous propaganda and educational activities 1 

While these are fundamental principles, it does not follow that all con¬ 
sumers' cooperatives today strictly adhere to them. 

Development of Consumers’ Cooperatives 

In tracing the historical development of consumers' cooperatives in 
the United States, difficulties are encountered, since the available refer¬ 
ence materials do not indicate clearly the different types of arrange¬ 
ments or the variations in the kinds of goods handled. However, there 
is enough material available to illustrate broad trends. It is known, for 
example, that a buying club existed in Boston as early as 1844 and that 
by the 1880's there were as many organizations in existence as there 
were in 1936, many of which were integrated with wholesale establish¬ 
ments. 

By 1903 there were only about 200 stores, as against some 2,900 in 
1920, and 2,463 in 1929. A study made by the Bureau of Labor Statis¬ 
tics in 1933 indicated that 82 per cent of the consumers' cooperatives 
in existence at that time were founded after the First World War. That 
war also marked the beginning of the period of rapid growth of affiliated 
wholesale cooperatives, and by 1930 there were 11 regional societies. 
One such organization, the Central Cooperative Society of Superior, 
Wis., began operations in 1918 with sales of $132,324; by 1935, its an¬ 
nual sales had reached $2,183,425. 2 

In terms of historical development, no distinction can be made be¬ 
tween those consumers' cooperatives handling solely consumers' goods 
(principally groceries and meats) and those handling some producers' 
goods as well. It is known, however, that the middle 1920's saw the start 
of the tremendous increase in gasoline and oil cooperatives. In addition, 
data available for 1935 indicate that $307,000,000 out of a total sales 
volume of $400,000,000 were attributable to the farmers' purchasing 
associations. 3 

1 J. P. Warbasse, “Basic Principles of Cooperation," Annals of the American 

Academy of Political and Social Science , May, 1937, pp. 7-16. 

3 Phillips, Marketing , pp. 507-512, contains an excellent treatment of the historical 
development of all types of consumers' cooperatives. 

8 Ibid. See, also, Chapter XVIII. 
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Such growth as has taken place, to date, in the consumers’ coopera¬ 
tive movement may be attributed to the following factors, in addition 
to its competitive advantages: (1) the value the cooperative has in iso¬ 
lated rural communities in purchasing for farmers such commodities as 
gasoline, oil, containers, and fertilizers, as well as consumers’ goods; 
(2) the presence in certain localities of persons of homogeneous Euro¬ 
pean extraction, particularly those having backgrounds of cooperative 
experience in Europe; and (3) affiliation, in certain isolated instances, 
with religious groups. 

Wtimber and Relative Importance of 
Consumers’ Cooperatives 

Recent studies mad$ by the Bureau of Labor Statistics of the U. S. 
Department of Labor have added substantially to the fund of available 
statistical data measuring the number and sales of the various types of 
consumers’ cooperatives since 1939. Prior to this study, such scattering 
data as were available indicated that in 1920, 2,900 stores had sales of 
$285,000,000, and that by 1929, sales were $180,000,000, or only 0.37 
per cent of the total volume of retail trade. 

The Bureau of Labor Statistics data measure the trend in number of 
associations, number of members, and amount of business done by all 
consumers’ cooperatives since 1929 (see Table 57). Retail distributive 
cooperatives handling tangible goods increased nearly fourfold, from 
1,114 in 1929 to 4,285 by 1944. The greatest increase took place be¬ 
tween 1929 and 1936. The number of members grew from 186,000 in 
1929 to 1,525,000 by 1944. At the same time, sales grew from $49,000,- 
000 to $557,000,000, indicating an increase in the average size of each 
organization. 

Detailed data available for 1944 show that most of the retail dis¬ 
tributive cooperatives consist of stores and buying clubs, followed by 
petroleum associations, which were about 50 per cent as numerous. 
However, the latter associations had 810,000 members as against 
690,000 for the former. The petroleum associations accounted for 
$270,000,000 in sales, as against $28,000,000 for the stores and buying 
clubs (see Table 58).. 

The local service consumers’ cooperatives are far fewer in number, 
having increased from only 98 in 1929 to 577 in 1944. Membership dur¬ 
ing this period has increased from 10,000 to nearly 320,000. Sales, how¬ 
ever, have gone up by about ten times, from $1,700,000 to $11,100,000. 
In 1944 the medical and/or hospital group had the largest membership, 
and the greatest sales volume of all service cooperatives. Next in im- 
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portance in sales were those furnishing rooms and/or meals, and hous¬ 
ing. 

Those cooperatives serving electricity to members rose from 50 as¬ 
sociations in 1929 to 850 in 1944; the membership increased from 83,000 


TABLE 57.—TREND OF DEVELOPMENT OF SPECIFIED TYPES OF 
COOPERATIVES, 1929-1944* 


Item 





1941 

1942 



Number of Associa¬ 
tions: 



l 






Retail distribution. 

1,114 

! 3,600 

3,700 

3,700 

3,950 

4,025 

4,150 

4,285 

Local service. 

98 

266 

354 

415 

497 

526 

551 

577 

Electricity. 

50 

275 

575 

700 

800 

810 

820 

850 

Credit unions. 

974 

5,440 

8,315 

9,510 

10,425 

10,601 

10,332 

9,099 

Number of members 
(in tens of 
thousands): 









Retail distribution. 

18.6 

67.8 

92.3 

98.9 

116.9 

121.4 

135.9 

152.5 

Local service. 

1.0 

9.4 

14.0 

16.9 

21.5 

24.2 

27.8 

31.9 

Electricity. 

INA 

8.3 

48.5 

57.5 

100.5 

101.0 

102.5 

115.0 

Credit unions. 

26.5 

121.0 

242.1 

281.7 

353.2 

313.9 

302.3 

302.8 

Amount of business 
(in millions of 
dollars): 









Retail distribution. 

49.0 

182.7 

211.7 

228.3 

345.2 

398.5 

466.8 

557.0 

Local service. 

1.7 

4.0 

5.3 

5.5 

8.3 

8.5 

9.8 

11.1 

Electricity. 

INA 

INA 

INA 

16.7 

33.4 

45.0 

52.6 

61.0 

Credit unions. 

54.0 

112.1 

240.5 

302.3 

362.8 

251.4 

208.6 

212.3 

Regional wholesale 

7.0 

41.4 

50.5 

58.7 

76.5 

87.2 

98.0 

140.5 


* “Operations of Consumers’ Cooperatives in 1944,” Monthly Labor Review, September, 1945. 


in 1936 to 1,150,000 in 1944. The amount of business handled by these 
associations increased from $16,700,000 in 1940 to $61,000,000 in 1944. 

Credit services made available by consumers’ cooperatives increased 
from $54,000,000 in 1929 to nearly $363,000,000 in 1941, and then de¬ 
clined to $212,300,000 in 1944. The number of associations furnishing 
such services rose to approximately 10,425 in 1941 from only 974 in 
1929. By 1944, the number had declined to about 9,100. Membership 
in these cooperative credit unions rose from 265,000 in 1929 to more 
than 3H millions in 1941, and then fell off to slightly more than 3 mil¬ 
lions in 1944. 
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The only other detailed data available since 1929 covered the sales 
volume of the regional wholesale federations, which rose from only 


TABLE 58.—MEMBERSHIP AND BUSINESS OF CONSUMERS’ 
COOPERATIVES IN 1944, BY TYPE OF ASSOCIATION* 


Type of association 

Total number 
of associations 

Number of 
members 

Amount of 
business 

Local associations: 

Retail distribution. 

4,285 

1,524,500 

$557,000 

Stores and buying clubs. 

2,810 

690,000 

280,000 

Petroleum jyggociations. 

1,425 

810,000 

270,000 

Other distribution f. 

50 

24,500 

7,000 

Service associations:.. 

577 

318,500 

11,055 

Rooms and/or meals .**,. 

175 

18,000 

2,600 

Housing. 

59 

2,100t 

1,575 

Medical and/or hospital. 

68 

140,000 

3,400 

Burial§. 

40 

36,400 

280 

Other ||. 

235 

122,000 

3,200 

Electricity If. 

850 

1,149,700** 

60,960 

Telephone ft. 

5,000 

330,000 

5,485 

Credit unions tt . 

9,099 

3,027,694 

212,305 

Insurance... 

2,000 

10,510,000 §§ 

190,000 

Federations:!! || 

Wholesales 

Interregional. 

2 

Association 

members 

26 

11,77511 

Regional. 

25 

3,790 

140,49811 

District. 

10 

152 

113,178 

Service. 

21 

1,500 

7,820 

Production. 

12 

140 

14,895 


* "Operations of Consumers’ Cooperatives in 1944," Monthly Labor Review, September, 1945. 
f Suoh as dairies, creameries, bakeries, etc. 

$ Gross income. 
i Local associations only. 

|| Suoh as oold storage, water supply, recreation, printing, and publishing, eta 
^ Almost all of these are Rural Electrification Administration Associations. 

** Patrons. 

ft Data are for 1936; no later data on which to base later estimates. 

Aotual figures. 

§§ Policy holders. 

|| || Includes estimates for nonreporting associations. 

Includes wholesale and retail business. 

$7,000,000 in 1929 to $140,500,000 by 1944. Detailed data available 
for 1944 indicate that 80 federations had more than 5,600 associations 
as members and handled more than $178,000,000 of sales. 
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These data indicate clearly that consumers 7 cooperatives gained con¬ 
siderably in number of associations, membership, and amount of busi¬ 
ness during the depression years, and through the wartime period. But 
it is also evident that the present volume of business of those marketing 
tangible goods is still less than 1 per cent of the total volume of retail 
trade, if those associations handling petroleum and gasoline are ex¬ 
cluded. Cooperatives engaged in marketing services are in a somewhat 
stronger position. The federations of consumers 7 cooperatives are no 
more important in the wholesale field, relative to total wholesale trade, 
than are their counterpart at the retail level. 

Competitive Advantages 

Fundamentally, consumers 7 cooperatives are designed to attract 
membership through lowering costs of merchandise to members or 
through obtaining for them better quality merchandise at existing price 
levels. To the extent that consumers 7 cooperatives can operate more 
successfully than the average independent proprietor, they can rebate 
some of the resulting savings to their members and thus lower mer¬ 
chandise costs. 

A second source of lower prices to members results from lower oper¬ 
ating costs. Such reductions in costs may be attributed to a more effi¬ 
cient performance of retailing functions, to the reduction of advertising 
expense, to the elimination of unethical practices, to the elimination of 
any price fixing activities with competitors, and to a reduction in the 
amount and kinds of services offered. There is no reason to believe, 
however, that this institution can match the efficiency of chain-store 
operations. Nevertheless, consumers 7 cooperatives have used more 
grade labeling for their own brands of goods, and the very nature of 
their activities leads one to expect that they would be free from un^ 
ethical business practices. 

To the extent that its membership will tolerate a reduction in ser¬ 
vices, a local association can realize many of the cash savings possible. 
Thus any or all of the following services could be eliminated or re¬ 
stricted. 

1. Those related to convenience of location through the selection of lower rental 
sites 

2. Clerical services, either completely or in part 

3. Those related to the availability of a wide variety of merchandise, by restricting 
the kinds of goods and the number of brands of each item stocked to those having 
the most rapid turnovers 

4. The hours of operation of each member store 

5. Any or all delivery services 

6. The extension of credit 
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In addition to the reduction in services, savings may accrue from 
the elimination of all costly equipment and ornamentation within the 
store. A further advantage derives from the loyalty of the members 
and its resulting guarantee of patronage. This simplifies the problem of 
purchasing and inventory control and makes expensive promotional 
methods unnecessary. 

Finally, it should not be overlooked that through vertical integra¬ 
tion, either by means of direct ownership or through affiliation with 
other cooperatives, consumers’ cooperatives may be able to buy needed 
merchandise flower cost than the average retailer and thus pass on 
any savings realized to individual members. 


Competitive Disadvantages 

In actual practice, the consumers’ cooperative retail store has been 
unable to realize costs of operation much more favorable than the typi¬ 
cal independent retailer. This is due to two causes: (1) If the consumer 
desires fewer services, the corporate chain and the supermarket offer 
the most economical prices; and (2) the nature of the cooperative is 
such that sooner or later the membership begins to desire certain ser¬ 
vices. Thus, in order to develop a larger volume of business, it may 
have to seek out better sites, with accompanying increases in rental 
costs. Some members may come to desire more rapid services, delivery, 
credit, and wider lines of merchandise; and competition may require a 
heavier investment in store fixtures. Further, the cooperative may be 
forced to advertise in order to keep up with its competitors. Finally, 
competition will also result in the need for more efficient operation, 
which will, in turn, increase wage costs. 

A second disadvantage arises from the fact that many retail competi¬ 
tors of the cooperative have been able to integrate their operations or 
to pool orders. Thus the cooperative may find itself with no positive 
benefit as far as purchase of merchandise at lower prices is concerned. 

A third disadvantage has its origin in the lack of consumer interest 
in the United States in consumers’ cooperation. It was pointed out 
above that, as late as 1944, the combined sales of those associations 
handling tangible goods were less than 1 per cent of all retail trade. In 
order to succeed, the cooperative movement must have a following that 
is educated away from an individualistic economic tradition and that 
is willing to cooperate, regardless of diversity of social characteristics. 
In the absence of a national organization, the consumer may be loath 
to join, in view of the relative frequency with which he is likely to 
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change his place of residence. To the extent that the movement in any 
locality becomes tied to a religious sponsorship, its population base is 
likely to be narrowed. 

Not unrelated to these disadvantages is the inability of cooperatives 
to secure the type of managerial skill needed. In the Bureau of Labor 
Statistics study made in 1933, it was reported that 95 societies out of a 
total of 344 reported losses. This high rate of failure the cooperative 
shares with other retail enterprises. 1 The principal causes of failure 
reported were from poor or dishonest management, poor credit policies, 
excessive overhead investments, insufficient capital, failure of members 
to patronize the organizations, and dissension among members. 

Future of Consumers’ Cooperatives 

Consumers’ cooperatives cannot expect to increase in competitive 
importance unless they can realize net savings for their members over 
and above what can be realized by trading with their competitors. To 
date, the biggest failing of the cooperative movement has been to 
effect such savings. One step that needs to be taken is to secure more 
cooperation between the separate cooperative societies. At the 
present time, for example, it can be said that the producers’ co¬ 
operatives in agriculture do not cooperate with consumers’ cooper¬ 
atives, but rather have diverse aims. 

There is some evidence that the consumers’ cooperative is willing 
to adopt the operational methods of its competitors. One organization 
in Chicago in the food field has already adopted the supermarket 
principle. Recently the Chicago Consumers’ Cooperative, Inc. an¬ 
nounced plans to operate a chain of 30 supermarkets, embodying the 
most modern design and equipment and each with a planned annual 
sales volume of $300,000 to $500,000. 2 

If more public aid is given to the movement, it may be expected that 
its over-all importance will grow. The same results will be obtained, 
of course, if there is any postwar expansion of the policy of so regulating 
and taxing competitors that they will face either a sharply reduced 
scale of operation or else more costly operation. In any case, it may 
be expected that the movement will maintain its importance among the 
rural population. 

From a long-run point of view, the cooperative movement will have 

1 F. E. Parker, Consumer's Credit and Productive Cooperation in 19SS (Washington, 
D. C.: Bureau of Labor Statistics, U. S. Department of Labor, 1935). 

2 “Coops Planning Super Markets,” The Chicago Sun , Aug. 5, 1945. 
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to answer successfully the following important questions raised by one 
student of the problem: 

1. Can the general buying public be educated away from individualism and 
into the cooperative movement? 

2. Are homogeneous population groups necessary to its success; and, if so, 
where are such groups to be found? 

3. Can the cooperative units compete with private enterprise in developing 
new retailing ideas and in offering lower retail prices? 

4. Where will it find honest, competent leadership and management personnel? 

5. What will it do about competition within its own ranks? 

6. What is liWy to be the future public policy with respect to the cooperative 
movement? 1 

One other threat, perhaps as serious as any, will have to be faced. 
Recently organized gfoups have begun to bring pressure to have all 
types of consumers' cooperatives and “nonprofit" organizations made 
subject to Federal income taxes. 2 Should the movement succeed, 
consumers' cooperatives will be faced with an additional cost, which 
will have to be absorbed. In the absence of any absorption policy, 
these associations would have to change drastically their methods of 
pricing goods and services. 


QUESTIONS 

1. Why should the consumer be interested in entering into the direct operation 
of a retail establishment? 

2. What forms has the consumers’ cooperative movement taken? 

3. What, historically, have been the factors influencing the growth of consumers' 
cooperatives? 

4. How important is the consumers’ cooperative movement today? Why has it 
not assumed the importance in the United States that it has elsewhere? 

5. Why has the consumers’ cooperative been limited to the types of commodities 
it has? 

6. Why has the consumers’ cooperative movement had a spotty geographical 
development? 

7. What fundamental competitive advantages do consumers’ cooperatives 
possess? What fundamental weaknesses? 

8. What factors will influence the future course of the movement? 

1 J. L. Palmer, “Cah Consumer Cooperation Correct Important Defects in 
Marketing?” The Journal of Marketing , April, 1937/pp. 390-395. 

2 “Cooperatives Escape Taxes Which Hamper Private Business,” The Industrial 
Banker , Vol. X, No. 10, October, 1945, pp. 8-9; and John L. McDougall, “A 
Canadian Economist Discusses Cooperatives,” Summary of Report to the Royal 
Commission on the Taxation of Cooperatives (copy circulated by the National Tax 
Equality Association of Chicago). 
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9. To what extent is consumers’ cooperation other than an economic movement 
and philosophy? 

10. How can consumers’ cooperatives lower prices to their members and reduce 
costs? 

11. How does the consumers’ cooperative movement tie in with the whole con¬ 
sumers’ movement? 

12. To what extent can the consumers’ cooperative expect to develop large-scale, 
vertically integrated operations? 

13. What should be the relationship between consumers’ cooperatives and market¬ 
ing cooperatives? 

14. To what extent have consumers’ cooperatives been dependent on government 
aid for their operation? 


REFERENCES ON RETAIL MARKETING STRUCTURES 

Books and Research Studies 

General 

Barker, C. W., and I. D. Anderson, Principles of Retailing (New York: McGraw- 
Hill Book Company, Inc., 1935). 

Bloomfield, Daniel, Trends in Retail Distribution (New York: The H. W. Wilson 
Company, 1930). 

Doubman, J. It., Principles of Retail Merchandising (New York: Longmans, Green 
and Company, 1936) 

Duncan, D. J., and C. F. Phillips, Retailing: Principles and Methods (Chicago: 
Richard D. Irwin, Inc., 1942). 

Levy, Herman, Retail Trade Associations (New York: Oxford University Press, 1944). 

Nystrom, P. H., Economics of Retailing (New York: The Ronald Press Company, 
1930). 

-, Elements of Retail Selling (New York: The Ronald Press Company, 1936). 

Ratcliff, R. V., The Problem of Retail Site Selection , Michigan Business Studies, 
Vol. IX, No. 1, Bureau of Business Research, School of Business Administration 
(Ann Arbor: University of Michigan, 1939). 

Robinson, O. P., and N. A. Brisco, Retail Store Organization and Management (New 
York: Prentice-Hall, Inc., 1938). 

Department Stores 

Brisco, N. A., Retailing (New York: Prentice-Hall, Inc., 1935). 

Doubman, J. R., and J. R. Whitaker, The Organization and Operation of Department 
Stores (New York: John Wiley & Sons, Inc., 1927). 

Emmet, Boris, Department Stores (Stanford University: Stanford University Press, 
1930). 

Filene, E. A., W. K. Gabler, and P. S. Brown, Next Steps Forward in Retailing 
(Boston: E. A. Filene, 1937). 

Gibbons, H. A., John Wnnamaker (New York: Harper & Brothers, 1926). 

Hower, R. M., History of Macy’s of New York (Cambridge, Mass.: Harvard Uni¬ 
versity Press, 1943). 

Hungerford, E., The Romance of a Great Store (New York: Robert M. McBride 
& Company, 1922). 

Lazarus, A., Department Store Organization (New York: Dry Goods Economist , 1926). 



246 


MARKETING 


Teele, S. F., “Department Leasing in Department Stores,” Business Research 
Studies, No. 4 (Cambridge, Mass.: Harvard University, 1933). 

Chain Stores 

Alexander, R. S., A Study in Retail Grocery Prices (New York: Journal of Com¬ 
merce, 1929). 

Barnett, H. R., Man Management in Chain Stores (New York: Harper & Brothers, 
1931). 

Baxter, W. J., Chain Store Distribution and Management (New York: Harper & 
Brothers, 1928). 

Beckman, T. N., and H. C. Nolen, The Chain Store Problem (New York: McGraw- 
Hill Book Company, Inc., 1938). 

Bjorklund, IjJ^and J. L. Palmer, A Study of the Prices of Chain and Independent 
Grocers in Chicago, Studies in Business Administration, Vol. I, No. 4 (Chicago: 
University of Chicago Press, 1930). 

Federal Trade Commission, Chain Store Investigation (Washington, D. C.: U. S. 
Government Printing Office, 1932-1935). 

Nichols, J. P., Chain Store Manual (1936 ed.). 

- , The Chain Store Tells Its Story (New York: Institute of Distribution, Inc., 

1940). 

Whitaker, J. R., The Organization of Chain-grocery Companies in Relation to Scientific 
Merchandising (J. R. Whitaker, 1929). 

Witte, E. F., Purchasing Policies and Practices of Chain Drug Companies , Studies in 
Business Administration, Vol. Ill, No. 2 (Chicago: University of Chicago Press, 
1933). 

Zimmerman, M. M., The Challenge of Chain Store Distribution (New York: Harper 
& Brothers, 1931). 

Mail-or der Companies 

Hall, S. R., Mail Order and Direct Selling (New York: McGraw-Hill Book Com¬ 
pany, Inc., 1928). 

Pratt, V. E., Selling by Mail (New York: McGraw-Hill Book Company, Inc., 1924). 

Voluntary Chains 

American Institute of Food Distribution, Group Selling by 100,000 Retailers (New 
York: American Institute of Food Distribution, 1936). 

Davidson, Craig, Voluntary Chain Stores (New York: Harper & Brothers, 1930). 

Federal Trade Commission, Chain Stores: Cooperative Drug and Hardware Chains 
(Washington, D. C.: Government Printing Office, 1932). 

Federal Trade Commission, Chain Stores: Cooperative Grocery Chains (Washington, 
D. C.: Government Printing Office, 1932). 

Lazo, H., Retailer Cooperatives (New York: Harper & Brothers, 1937). 

Pelz., V. H., The Voluntary Chain (New York: American Institute of Food Dis¬ 
tribution, 1930). 

Rhoades, E. L., and E. A. Sutherland, Voluntary Chains As Distributors of Meats 
and Other Perishable Foods (Chicago: University of Chicago Press, 1930). 

White, W. L., Cooperative Retail Buying Associations (New York: McGraw-Hill 
Book Company, Inc., 1931). 

Consumers’ Cooperatives 

Baker, Jacob, Cooperative Enterprise (New York: The Vanguard Press, 1937). 

-, et al., Report of the Inquiry on Cooperative Enterprise in Europe (Washington, 

D. C.: Government Printing Office, 1937). 



CONSUMERS COOPERATIVES 


247 


Brainerd, J. G., ed., “Consumers* Cooperation, 1 ” Annals, Vol. 191, May, 1937. 

Childs, M. W., Sweden—The Middle Way (New Haven: Yale University Press, 1936). 

Gide, Charles, Consumers’ Cooperative Societies (New York: Alfred A. Knopf, 1922). 

Kallen, H. M., Decline and Rise of the Consumer (New York: D. Appleton-Century 
Company, Inc., 1936). 

Warbasse, J. P., Cooperative Democracy (New York: Harper & Brothers, 1936). 

Basic Data 

Census of Business: Retail Distribution for 1929, 1933, 1935, and 1939 (Washington, 
D. C.: Government Printing Office). 

Bulletins of the Bureau of Business Research, Graduate School of Business Ad¬ 
ministration, Harvard University on Department and Specialty Stores; Limited- 
price Variety Chains; Department-store Chains and Department-store Ownership 
Groups; Food, Drug, and Shoe Chains. 

Michigan Business Studies, Bureau of Business Research, School of Business Ad¬ 
ministration, University of Michigan. 

Publications of National Retail Dry Goods Association. 

The Cooperative League Year Book. 

Articles, Pamphlets, etc. 1 

Baer, A. E., “Mortality Costs in Retail Trades,” Journal of Marketing , July, 1937, 
pp. 52-60. 

Bullock, R. J., “The Early History of The Great Atlantic and Pacific Tea Com¬ 
pany,” Harvard Business Review , April, 1933, pp. 289-298. 

-, “A History of The Great Atlantic and Pacific Tea Company since 1878,” 

Harvard Business Review, October, 1933, pp. 59-69. 

Bureau of Labor Statistics, “Goods and Services Provided by Consumers* Co¬ 
operatives in the United States,” Monthly Labor Review, January, 1944. 

Burnham, E. A., “The Influence of Size of Business on Department Store Operating 
Results,” Harvard Business Review, Winter, 1938, pp. 211-225. 

Cassady, Ralph, Jr., and W. K. Bowden, “Shifting Retail Trade within the Los 
Angeles Metropolitan Market,” Journal of Marketing, April, 1944, pp. 398-404. 

Chain Store Age, “Postwar Need for More Stores in Many Cities,” Chain Store Age , 
July, 1944, pp. 11-12. 

Comish, N. H., “Retail Store Operating Results as Guides for Smaller Merchants,” 
Journal of Marketing, July, 1946, pp. 62-64. 

Converse, P. D., “Prices and Services of Chain and Independent Stores in 
Champaign-Urbana, 1937,” Journal of Marketing, January, 1938, pp. 193-200. 

Dipman, C. W., “Wartime Changes in Food Distribution,” Journal of Marketing, 
January, 1944, pp. 321-325. 

Dowe, D., “A Comparison of Independent and Chain Store Prices,” Journal of 
Business, April, 1932, pp. 130-144. 

Erdman, H. E., “Relation of Mass Buying to Mass Selling,” Journal of Marketing, 
July, 1937, pp. 12-20. 

1 The articles listed in this section only scrape the surface of reading available in 

this field. Persons who are interested in retailing should survey the complete files 

of such publications as Journal of Marketing, Journal of Business, Journal of Retailing, 

Harvard Business Review, Chain Store Age, and Women’s Wear Daily . 



248 


MARKETING 


Falk, D. R., “Central Buying by Department Store Mergers,” Harvard Business 
Review , April, 1930, pp. 265-273. 

Flint, Lucius, “How Chains Are Selecting Locations,” Chain Store Age, March, 1946. 

Glave, H. E., “The Application of Self-Service to Department and Specialty Stores,” 
Journal of Retailing , December, 1943, pp. 103-110. 

Greer, H. D., “Business Mortality among Retail Meat Stores in Chicago between 
1920 and 1933,” Journal of Business, July, 1936, pp. 189-209. 

Grether, E. T., “Market Factors Limiting Chain-store Growth,” Harvard Business 
Review , April, 1932, pp. 323-331. 

Heine, I. M., “The Influence of Geographic Factors in the Development of the Mail 
Order Business,” American Marketing Journal, April, 1936, pp. 127-130. 

Hill, W. C., jnd J. D. Scott, “Competition between Different Types of Retail 
Outlets in Selling the Same Commodity,” Harvard Business Review, July, 1933, 
pp. 519-527. 

Iglauer, Jay, “Department Store Distribution,” Journal of Marketing, January, 
1944, pp. 326-328. 

Jones, F. M., “Retail Stores in the United States, 1800-1860,” Journal of Marketing , 
October, 1936, pp. 134-142. 

Kaufman, M., “Present-day Department Store Organization,” Harvard Business 
Review , January, 1933, pp. 244-252. 

Lebhar, G. M., “The Chain-store Postwar Role^” Journal of Marketing , January, 
1944, pp. 316-320. 

Lebow, Victor, “The Nature of Postwar Retail Competition,” Journal of Marketing , 
July, 1944, pp. 11-18. 

McNair, M. P., “Wartime Inflation and Department Stores,” Harvard Business 
Review, Autumn, 1943, pp. 40-53. 

Palmer, J. L., “Economic and Social Aspects of Chain Stores,” Journal of Business t 
July, 1929, pp. 272-290. * 

Patzig, R. E., “The Effect of the War on Retail Food Outlets,” Journal of Marketingy 
October, 1944, pp. 109-114. 

Phillips, C. F., “Chain, Voluntary Chain, and Independent Grocery Store Prices, 
1930 and 1934,” Journal of Business, April, 1935, pp. 143-149. 

--, “A History of the Kroger Grocery and Baking Company,” National Marketing 

Review, Winter, 1936, pp. 204-215. 

-, “A History of the F. W. Woolworth Company,” Harvard Business Review , 

January, 1935, pp. 225-236. 

-, “The Supermarket,” Harvard Business Review , Winter, 1938, pp. 188-200. 

Schmalz, C. N., “Independent Stores versus Chains in the Grocery Field,” Harvard 
Business Review, July, 1931, pp. 431-442. 

Taylor, M. D., “Prices in Chain and Independent Grocery Stores in Durham, North 
Carolina,” Harvard Business Review, July, 1930, pp. 413-424. 

-, “A Study of Weights in Chain and Independent Grocery Stores in Durham, 

North Carolina,” Harvard Business Review , July, 1931, pp. 443-455. 

Thompson, Morris, “Department Store Problems,” Journal of Marketingy July, 
1943, pp. 21-24. 

Zimmerman, M. M., “Super Market Sales and Profit Trends, 1941-1943,” Journal of 
Marketing , October, 1944, pp. 162-163. 

- f ‘Tomorrow's Super Market,” Journal of Marketing, April, 1946, pp. 384-388. 



Part III 

STRUCTURAL ORGANIZATION OF THE 
MARKET: AGENCY STRUCTURES OF THE 
WHOLESALE MARKET 




CHAPTER XIV 


THE MARKET FOR MANUFACTURED CONSUMERS’ 
GOODS: MERCHANT MIDDLEMEN 

Introduction 

Meaning . Wholesaling is the buying or receiving of goods in whole¬ 
sale lots from producers or other wholesalers and their sale to retailers, 
producers, or other wholesalers. The producer from whom goods are 
bought may be a manufacturer or an agricultural producer, while the 
producer to whom goods are sold may include, along with both of 
these, the institutional buyer, who uses the goods to provide a service. 
Thus wholesaling may be carried on by producers, merchants, agents 
and brokers, and by consumers acting through cooperative associations. 

While the size of the unit of purchase and sale is often made the basis 
for distinguishing a wholesale from a retail transaction, the true 
criterion of wholesaling is in the character of the selling. A sale at 
wholesale is invariably to one who buys for resale at a profit. Even 
though the goods are bought for use in manufacture, their resale in 
the form of semiprocessed or finished goods is contemplated. The 
consumer does not have access to the wholesaler's warehouse, though 
some goods are sold at retail by those who class themselves as whole¬ 
salers but who are known in the trade as semijobbers. 

In a narrower and more conventional sense, the term “wholesaler” 
is reserved for the wholesale merchant or jobber who buys goods from 
producers and other wholesalers to sell to retailers, institutions, manu¬ 
facturers, and farmers, either for industrial use or for resale at a profit. 
The Census of Business takes a middle ground and reports the data 
of wholesaling on an establishment basis. The operations of the 
manufacturer's sales branch and sales office and of various kinds of 
agents and brokers who do not take title to goods that they buy and 
sell are included in the census reports. The discussion that follows 
adheres closely to the census classification of wholesale establishments. 
For the details of this classification, see pages 107 and 108. 

Types of wholesalers . Both the kind of merchandise and the variety 
of merchandise lines handled are important bases for distinguishing 
such different types as the general-merchandise wholesaler, the general- 
line or full-line wholesaler, and the specialty wholesaler. A distinction 
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may also be made on the basis of territorial scope of operation. For 
example, wholesalers operating altogether within a city or in an area 
immediately adjacent to one are known as “local” wholesalers; those 
in a more or less well-defined outlying territory, including parts of one 
or more states, as “regional” or “sectional” wholesalers. The national 
wholesaler distributes anywhere within the country. A further basis 
of classification is according to marketing functions performed,whether 
they are full-function or limited-function types. The service whole¬ 
saler performing full functions is the major type of wholesale middleman. 

It is important also to recognize integrated from nonintegrated types 
of wholesale organization. Integration may be either horizontal or 
vertical. By vertical integration is meant the combining under one 
control, and generally one ownership, of two or more unlike business 
functions that are ustially performed separately by businesses special¬ 
izing in production or wholesaling or retailing. Horizontal integration 
of like units performing similar functions is also present in branch- 
house and chain wholesaling. The purpose here is to deal first with 
the nonintegrated types of wholesale operation. 

The Service Wholesaler 

Meaning . The service, or full-function, wholesaler of manufactured 
consumers’ goods is the traditional “middleman,” standing between 
the producer (generally the manufacturer) and the retailer, and per¬ 
forming service for both. The economic justification of the service 
wholesaler rests on the fact that most manufacturing companies in the 
United States are small and specialized in their production. 1 They 
have not the capital to maintain a sales force that could contact the 
widely scattered small-scale retailers who are potential buyers of their 
products. Even if capital were available, the volume of cfutput is too 
small to justify the expense of a sales force of the size that would be 
necessary. Conversely, the unit of purchase of the typical retailer is 
small and his knowledge of factory sources of supply is limited. The 
wholesaler, by pooling the demands of many retailers, can furnish a 
market for the small manufacturer while, at the same time, performing 
a buying service for the retailer. He can furnish these services at less 
cost per dollar of sales than the aggregate of the expenses that would 
be incurred if manufacturer and small retailer made direct contact. 
A much simplified diagram will illustrate these relationships. 

1 Excluding companies with less than $5,000 annual sales, 81.1 per cent of manu¬ 
facturing establishments in the United States in 1937 had less than $250,000 annual 
sales. Biennial Census of Manufacturers , 1937. 
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Functions of the wholesaler. When the services that the wholesaler 
is in a position to render to the manufacturer are being summarized, 
it should first be noticed that the wholesaler is in a better position to 
forecast the market than is the small, isolated manufacturer, who is 
too far removed from the retailer and so from the ultimate consumer. 
The retailer, while he is close to the consumer, obtains only a partial 
view of the market, because of the local nature of his operation. 

By furnishing a sales force and often a catalogue service, through 
which he contacts retailers, the wholesaler provides the manufacturer 



Fig. 9.—The position of the wholesaler in the market. 


with distribution service. In contrast to the direct-selling methods of 
the manufacturer, his service cultivates the field intensively. The 
wholesaler invests his own capital in the goods he buys and thus incurs 
a considerable degree of risk. By buying in quantities he facilitates a 
reduction in shipping costs and relieves the manufacturer from the 
necessity of accumulating a stock of goods in anticipation of retailers’ 
demands. 

The wholesaler not infrequently helps to finance production by 
placing orders for seasonal goods in anticipation of demand, by making 
advances, and by paying cash. Sale through wholesalers simplifies 
the manufacturer’s accounting problem and reduces the cost and risk 
of granting credit. Consider, for example, the difficulty of the manu¬ 
facturer of dry goods in trying to transact business with any consider¬ 
able proportion of the 29,000 retail stores operating in this field, in 
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contrast to the 4,000 wholesalers; or the problem of the drug manu¬ 
facturer, with nearly 58,000 drug retailers to reach, compared with 
1,600 drug wholesalers. 

For the retailer who looks to him as a source of supply the whole¬ 
saler performs an expert assembly and buying function. He brings 
together at a point convenient to the retailer the many thousands of 
items of merchandise that enter into the inventories of retailers in the 
various consumer-goods trades. 1 He carries a continuous stock, from 
which the retailer may select in any quantity with the prospect of 
prompt delivery. By purchasing in larger quantities than any single 
retailer coulcjFbuy, the wholesaler obtains quantity discounts, better 
credit terms, and reduced transportation charges. These economies 
he is in a position to pass on to the retailer, in lower prices. 

By allowing the retailer to buy in small quantities at frequent inter¬ 
vals, the wholesaler relieves the retailer of much of the risk of price 
change and facilitates economy of working capital and a high rate of 
stock turn. Credit extension is a traditional function of the whole¬ 
saler. Because of more frequent contact with and better knowledge 
of individual retailers, the wholesaler is less likely than the manu¬ 
facturer to sustain credit losses. Through the sales force, the whole¬ 
saler is in a position to advise and give assistance to retailers. 

Position of the service wholesaler . It has been estimated that about 
one-half of the total supply of manufactured consumers , goods passed 
through the hands of wholesalers 2 in 1929. While no more recent 
estimate is available, the data of the Census of Business from 1929 to 
1939 indicate a decline in the importance of full-function wholesalers 
as a group, without regard to kind of goods sold. While the number of 
such wholesalers increased from 74,476 in 1929 to 91,323 in 1939, their 
sales declined from 36.2 per cent of total wholesale trade to 33.9 per 
cent. Table 59 shows the change in the position of the full-function 
wholesaler, when compared with the limited-function wholesaler and 
the manufacturer’s sales branch with which he is in direct competition 
in domestic trade. Reasons for the decline in the importance of the 
service wholesaler will be apparent in subsequent discussion. 

Types of service wholesaler in the field of manufactured consumers’ 
goods are distinguished as full-function or limited-function, and 

1 10,000 to 20,000 items in the grocery trade, 45,000 to 60,000 in the drug trade, 
20,000 to 60,000 in hardware, 30,000 in electrical goods, and 250,000 for the dry- 
goods wholesaler. T. N. Beckman and N. H. Engle, Wholesaling (New York: 
The Rpnald Press Company), p. 148. 

*7Wd., p. 162. 
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again according to the different classes of consumers’ goods handled. 
As to the latter basis of classification three types are recognized: the 
general-merchandise wholesaler, the general-line wholesaler, and the 
specialty-goods wholesaler. 


TABLE 59.—FULL-FUNCTION WHOLESALERS, COMPARED WITH 
LIMITED-FUNCTION WHOLESALERS AND MANUFACTURERS’ 
SALES BRANCHES* 

(in per cent of their combined sales) 


Types of Business 

1929 

1933 

1935 

Full-function wholesalers f. 

63.5 

58.8 


Limited-function wholesalers. 

1.1 

2.2 

mam 

Manufacturers' sales branches (with and 
without stocks). 

35.4 

39.0 

39.5 



* Data from Census of Business: Wholesale Trade , 1929, 1933, 1935, 1939 (Washington, D, C.: 
Government Printing Office). 

t Includes industrial distributors; excludes exporters and importers. 


The general-merchandise wholesalers. General-merchandise whole¬ 
salers are full-function wholesalers who carry a wide variety of unre¬ 
lated merchandise lines which are nonperishable and in which style is 
not a factor. Lines handled include dry goods, hardware, electrical 


TABLE 60.—GENERAL-MERCHANDISE WHOLESALERS* 


Items 

1929 

1933 

1935 

1939 

Number of 
establishments.. 
Net sales. 

188 

$178,072,000 

87 

$61,207,000 

209 

$361,647,000 

156 

$515,937,000 



* Census of Business: Wholesale Trade. 1929, 1933, 1935, 1939 (Washington, D. C.: Government 
Printing Office). 


supplies, sporting goods, furniture, plumbing and heating equipment 
and supplies, and farm implements. 1 This type of wholesaler services 
country general stores and general-merchandise stores in small towns. 
Beckman notes a trend among these wholesalers “from several unre¬ 
lated lines toward a general line of goods in one trade.” 2 As this 
transformation takes place, such businesses will be classified as general¬ 
line wholesalers. 

1 Beckman and Engle, op. cit, p. 200. 

» Ibid., p. 201. 
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General-line wholesalers . The general-line wholesaler handles a 
complete stock of rather closely related product lines in a single 
merchandise field, such as drugs, groceries, hardware, etc. This type 
of wholesaler in the field of consumers’ goods conforms most closely to 
the full-service wholesaler, whose functions have already been 
described. These wholesalers service independent retail stores whose 
customers demand a wide variety of goods within the general line and 
a variety of brands of the same product. This creates a difficult and 
expensive task of stocking for the wholesaler. 


TABLE 61.—BUSINESS SIZE GROUPS—WHOLESALE MERCHANTS, 1939* 


Sales—size group f 

' 

Number 

of 

establishments 

Percentage 

of 

establish¬ 

ments 

Percentage 

of 

net sales 

Operating 
expenses as 
percentage 
of net 
sales 

$2,000,000 and over 


1.2 

25.9 

8.9 

$1,000,000-$1,999,999 

2,052 

2.2 

14.4 

12.3 

$ 500,000-$ 999,999 

5,047 

5.5 

17.9 

13.5 

$ 300,000-$ 499,999 

6,195 

6.7 

12.2 

14.9 

$ 200,000-$ 299,999 

6,717 

7.2 

8.4 

16.1 

$ 100,000-$ 199,999 

14,226 

15.3 

10.4 

17.9 

$ 50,000-$ 99,999 

16,971 

18.3 

6.3 

19.3 

$ 10,000-$ 49,999 

30,446 

32.8 

4.2 

21.4 

Under $ 10,000 ' 

10,038 

10.8 

0.3 

26.0 


* Census of Business: Wholesale Trade , 1939 (Washington, D. C.: Government Printing Office, 
1943), Table 4. 

t Includes industrial distributors. 


In the field of consumed goods the general-line wholesaler is most 
important in the handling of what are generally known as “convenience 
goods,” such as drugs, dry goods, groceries, and hardware. Such 
goods are bought frequently and in small amounts in the retail store. 
This wide-variety, small-order demand requires that the wholesaler 
make intensive coverage of his field and provide prompt delivery 
service. Salesmen make frequent calls on the retailer, and credit is 
regularly extended. Many of the convenience goods handled do not 
have a brand preference, so that the manufacturer finds the general¬ 
line wholesaler the most effective means of getting the widest possible 
distribution for such products, especially in small-town and rural 
areas. In spite of the complete and costly service performed, this 
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type of wholesaler has a fairly low average expense ratio, because of the 
large volume of business over which the expenses of operation may be 
spread. In 1939 general-line wholesalers of manufactured consumers' 
goods did 50 per cent or more of total wholesale trade in the following 
merchandise lines: beer, drugs, general merchandise, hardware, and 
tobacco. 

Sales-size groups. Wholesaling, like retailing and manufacture, is a 
prevailingly small-scale industry in the United States, as is evidenced 
by the data of Table 61. 


TABLE 62.—BUSINESS SIZE—GROCERIES (GENERAL LINE) 1939* 
(total sales, $1,302,579,000) 


Sales-size group 

Number of 
establishments 

Net sales 

Operating expenses 
as percentage of sales 

$2,000,000 and over. 

57 

$207,552,000 

12.1 

$1,000,000-$1,999,999. . . 

182 

237,131,000 

9.7 

$ 500,000-$ 999,999... 

588 

381,339,000 

9.0 

$ 300,000-$ 499,999... 

. 645 

252,151,000 

8.9 

$ 200,000-$ 299,999... 

525 

128,712,000 

8.7 

$ 100,000-$ 199,999... 

530 

79,405,000 

9.4 

$ 50,000-$ 99,999... 

176 

14,004,000 

9.7 

Under $ 50,000... 

65 

2,285,000 

12.7 


* Data from Census of Business: Wholesale Trade, 19S9 (Washington, D. C.: Government Printing 
Office, 1943). 


The inverse relation of size of establishment to the percentage of 
total net sales prevails for general-line wholesalers in all the consumer- 
goods lines. The case of general-line wholesalers of groceries is typical. 
Many of the smaller companies are located in the smaller trade centers, 
where they serve retailers in small towns and rural areas. 

Location of service wholesalers. Wholesale establishments, with the 
exception of such special types as the bulk tank station and the assem¬ 
bler, are concentrated in the larger trade centers. It is not possible, 
without much computation, to determine from census data the distri¬ 
bution of service wholesalers by size of city for particular kinds of 
business. For the various types of operation and without regard to 
kind of business, Table 63 shows the location of establishments and 
relative sales by size of city. 

The distribution of full-service and limited-function wholesalers 
may be taken as an index of the distribution of service wholesalers 
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♦ Census of Burines*: Wholesale Distribution, 1935 (Washington, D. C.: Government Printing Office), VoL L 
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handling manufactured consumers' goods. It is apparent from the 
data of Table 63 that there is a heavy concentration of both establish¬ 
ments and sales relative to population in the cities of largest size. It 
should also be noted that the number of establishments in the three 
largest city-size groups is in a close positive relation to the volume of 
sales. The ratio of sales to establishments is most favorable for cities 
of over 500,000 population. For cities under 50,000 and rural areas 
the number of establishments is disproportionately large relative to 
sales, pointing to low average sales per establishment. 

The increase in wholesale establishments that occurred in the decade 
1929-1939 was largely concentrated in the smaller cities of 50,000 
population and under. A similar concentration of retail stores is 
found in the cities in this same group. A distribution of retail stores 
by size of city in 1935 shows that 39.0 per cent of these stores were 
located in cities with a population of 50,000 and over, compared with 
69.7 per cent of service wholesalers for all kinds of business located in 
these cities. The remaining 61.0 per cent of independent retail stores 
in cities and towns under 50,000 population were served by 30.3 per 
cent of service wholesalers. 1 

The ratio of retail stores to service wholesalers is thus more favorable 
in cities and towns under 50,000 than in the larger size cities. This 
does not mean, however, that these wholesalers benefited correspond¬ 
ingly in sales because, as a group, the 30.3 per cent of service whole¬ 
salers in 1935 had only 18.3 per cent of total sales of all service whole¬ 
salers. While 65.1 per cent of the total population was resident in 
these smaller places, the average income of wage earners was consider¬ 
ably below that of wage earners in the larger cities. In 1935-1936, 
54 per cent of the wage-earning families in rural communities had 
incomes under $1,000, compared with 40 per cent in small and middle- 
sized cities, 32 per cent in large cities, and 22 per cent in very large 
cities. 2 3 There is also the fact that wholesalers located in the larger 
cities, especially those of the general-line type, distribute in territory 
adjacent to smaller communities. It should be noted, however, that 
in the distribution of consumers' goods the volume of trade originating 
in the trade areas of cities of under 50,000 population is relatively 
greater than the 18 per cent of total wholesale trade credited to these 

1 In 1939, the Bureau of Census reported 36.9 per cent of independent retail 
stores in cities over 50,000. The concentration of chain stores in the larger cities 

accounts for the smaller percentage, as compared with the figures for 1935. 

3 “Consumer Incomes in the United States/' National Resources Committee, 
1938, p. 27. 
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cities would indicate. This is the case for drugs, farm products (con¬ 
sumers’ goods), groceries (general line), and tobacco. 1 

Sales outlets. The general-line wholesaler of manufactured con¬ 
sumers’ goods typically sells 90 per cent or more of total sales to 
retailers. This is true of drugs, dry goods, groceries, and tobacco. 
Hardware wholesalers with industrial departments distributed about 
two-thirds of their sales to retailers, while those without such depart¬ 
ments sold three-fourths of their total to retailers. 

Credit function. Credit extension is a traditional function of the 
service wholesaler. The extent to which business is done on credit 
by the generaPfine wholesaler of manufactured consumers’ goods is set 
forth in Table 64. 


TABLE 64.—CASH-CREDIT ANALYSIS OF SALES OF GENERAL-LINE 
WHOLESALERS OF CONSUMERS’ GOODS, 1939* 

(in per cent of total sales) 


Kind of business 

Spot 

cash 

Credit 10 
days or less 

Credit 11 
to 30 days 

Credit 
more than 
30 days 

Drugs. 

9.0 

11.6 

50.3 

29.1 

Dry goods. 

5.1 

4.4 

14.4 

76.1 

Groceries. 

18.1 

27.8 

42.4 

11.7 

Hardware. 

6.9 

7.7 

35.8 

49.6 

Tobacco. . 

34.3 

24.2 

32.3 

9.2 


* Census of Business: Wholesale Trade , 1939 (Washington, D. C.: Government Printing Office, 1943). 

The general-line wholesaler has been the traditional channel through 
which manufactured consumers’ goods moved from manufacturer to 
retailer. Performing storage, finance, and distributing functions, the 
wholesaler was the central figure around which the market revolved. 
He acquired great prestige and without his assistance neither manu¬ 
facturer nor retailer could function effectively. His traditional 
method of operating was expensive, adjusted as it was to elaborate 
storage facilities for warehousing seasonal stocks and large inventories 
to suit a wide-variety demand. Turnover was slow; large quantities 
of capital were tied up in stocks subject to the risks of price change and 
style obsolescence. Long credits and a generous policy of credit 

1 In 1939 sales of general-line grocery wholesalers were distributed by size of 
city as follows: In cities of 500,000 and over, 19.6 per cent; in cities of 100,000 to 
500,000, 21.8 per cent; in cities of 50,000 to 100,000, 11.5 per cent; in cities under 
50,000 and rural, 47.1 per cent 
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extension was the rule. Customary discounts were given, and 
customary margins of profit were exacted, to cover the high cost of 
operating a full-service enterprise. Like any other type of organiza¬ 
tion that reaches maturity, the wholesale merchant of the late nine¬ 
teenth and the early twentieth century suffered from inertia and a 
general lack of flexibility in management to adjust to changing 
economic and social conditions. Detailed discussion of what these 
changes were must be left to a later point, but to a considerable extent 
this discussion has already been anticipated in the chapters dealing 
with the growth of large-scale retail organizations. 

In general, there was a drive to make profit on a volume rather than 
a wide-margin basis. This drive stemmed largely from the manu¬ 
facturer who was operating in an industry of decreasing unit costs, but 
it carried over also to the new large-scale retail organizations. Large 
volume could be achieved most easily through lower prices to con¬ 
sumers; thus pressure was brought to bear on the marketing agencies 
to devise new low-cost methods of distribution, which would make 
possible a reduction in price. Volume could be achieved also by 
aggressive selling effort, backed by brand advertising. By this means 
the manufacturer hoped not only to expand volume but to exercise an 
increasing degree of control over the market for his product. The 
style factor has come to play an increasing part in the marketing of 
consumers’ goods, especially clothing and house furnishings. Frequent 
fashion change makes for rapid obsolescence of style goods and puts a 
premium on rapid deliveries and more direct methods of sale to the 
consumer. 

The above are by no means the only factors making for change that 
were pressing upon the traditional means of distribution, but they are 
sufficient to explain the coming in of new methods of wholesaling, 
which have made the position of the full-service wholesaler a difficult 
one and forced him in turn to modify his procedures. As a result of 
the operation of these basic economic causes, the full-service whole¬ 
saler has been caught between the large-scale, direct-buying retail 
organization on the one hand, and the direct-selling manufacturer of 
branded and advertised goods on the other. To clear the way for a 
discussion of the effect of this combined pressure on the service whole¬ 
saler, attention must first be directed to certain limited-function and 
specialty types of wholesaling, some of which have their origin in the 
conditions referred to above, while others derive from conditions in 
special industries. 



262 


MARKETING 


Limited-function Wholesalers 

Meaning . As the term “limited function” implies, wholesalers in 
this category are distinguished from full-function wholesalers by the 
fact that they perform fewer functions than the regular service whole¬ 
saler. Exporters and importers are placed in this class. They operate 
as wholesale merchants, but the exporter sells in the foreign market to 
wholesalers or industrial users. The importer buys in the foreign 
market, and his sales are made mostly to wholesalers and industrial 
users. Thus the wholesaler-retailer relation that makes such large 
demands on the regular service wholesaler is absent in the case of 
exporter and importer. The relative importance of limited-function 
wholesalers for all kinds of business may be seen in the data of Table 65. 


TABLE 65.—SERVICE AND LIMITED-FUNCTION WHOLESALERS, 1939* 


Type of wholesaler 

Number of 
establishments 

i 

Sales 

Service and limited-function wholesalers.. 

101,627 

$23,641,924,000 

Wholesale merchants. 

91,323 

18,688,897,000 

Voluntary-group wholesalers. 

703 

753,586,000 

Converters (textile). 

631 

425,167,000 

Export merchants. 

586 

778,001,000 

Importers. 

2,158 

1,379,575,000 

Industrial distributors. 

1,471 

729,650,000 

Cash-and-carry wholesalers. . .*. 

1,198 

108,902,000 

Drop shippers. 

937 

474,891,000 

Wagon distributors. 

2,396 

80,259,000 

Retailer-cooperative warehouse. 

222 

222,996,000 


* Census of Business: Wholesale Trade, 1939 (Washington, D. C.: Government Printing Office, 1943), 
Table 1. 


The industrial distributor is an agency of the industrial-goods 
market and his method of operating will be discussed in Chapter XVI. 
The voluntary-group wholesaler and the retailer-cooperative warehouse 
have already been discussed in relation to the growth of large-scale 
retailing, especially to that of the corporate chain. It will be necessary 
at a later point to make clear the relation of these two types to the 
problem of survival of the general-line wholesaler. 

The converter . The converter is a wholesale merchant operating in 
the textile industry, mostly in the cotton and rayon piece-goods trade. 
In 1939, 605 converters were operating in this trade, with sales of 
$409,000,000, or 76 per cent of the sales of all wholesale merchants 
selling piece goods. The converter is sometimes referred to as a 














MERCHANT MIDDLEMEN 


263 


manufacturing wholesaler, though he generally does not own manu¬ 
facturing facilities. He buys “gray goods” (unfinished cloth) from the 
mills and styles the goods by contracting with processing plants for 
bleaching, printing, dyeing, and otherwise finishing the cloth, pre¬ 
paratory to its further manufacture. The finished product is sold to 
cutters-up, for manufacture into garments, and to wholesalers and large 
retailers, as piece goods. 

The risk that attaches to the production of highly styled fabrics 
cannot readily be borne by the manufacturer, who is too far removed 
from the retail market, or by the garment manufacturer, whose capital 
often is inadequate. The dry-goods wholesaler, in turn has his capital 
invested in inventory and in financing the retailer through credit 
extension. Thus the converter is a specialist in financing production 
and in bearing risk. For a discussion of the converter’s financing 
operations, see Chapter IV. His chance of making profit depends 
upon the accuracy with which he interprets the market for style goods 
and the skillful adaptation of the product to the current market demand. 
The continued emphasis on style has entrenched the converter in a 
position of dominance in the cotton and rayon piece-goods trade. 

The cash-and-carry wholesaler. This type of distributing agency is 
the wholesaler’s response to the demand on the part of independent 
retailers for low buying prices, as a means of meeting the competition 
of chain stores and of retailers buying on a cooperative plan. The 
cash-and-carry wholesaler operates to some extent in the sale of poultry 
and of fruits and vegetables, but is chiefly important in the grocery 
and food trade, in which the chains are most active. Having the 
advantage of central, large-scale buying, the chains could easily under¬ 
sell the independent retailer who bought on credit from the regular 
wholesaler. The general-line grocery wholesaler in 1939 had an 
operating expense ratio of 9.6 per cent of sales, while cash-and-carry 
wholesalers in all lines had a ratio of 5.5 per cent of sales. In the 
tobacco trade, where cash-and-carry wholesalers are of considerable 
importance, service wholesalers, in 1939, operated on an expense 
ratio of 4.9 per cent of sales. 

Cash-and-carry wholesalers, like the cash-and-carry retailers, offer 
low price in lieu of performing expensive services for the retailer. Only 
staple, fast-moving lines are carried, and these are bought in quantity 
and on close terms from manufacturers and packers. A high rate of 
turnover is maintained, so that a minimum of space is required. The 
discounts received provide the margin on which many of these houses 
operate, so that goods may be sold at or near the invoice price. All 
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sales are for cash and the retailer takes delivery at the warehouse or 
the store with his own equipment. Accounting records are at a 
minimum and bad-debt losses are nil. Thus many of the functions 
normally performed by the service wholesaler are shifted to the re¬ 
tailer. In return, the retailer obtains the goods at a price that makes 
it possible for him to meet chain-store competition in selling to the 
consumer. 

In the larger cities, the cash-and-carry wholesaler is a strong com¬ 
petitor of the service wholesaler, who is left to carry those retailers 
who must have credit and whose demand includes many items the 
turnover on *#hich is slow. General-line wholesalers have met this 
type of competition by installing cash-and-carry departments in their 
own organizations. The retailer is then in a position to concentrate 
his purchases with one or a small number of wholesalers, taking ad¬ 
vantage of low cash prices on staple lines. 

The drop shipper (desk jobber). The drop shipper is of negligible 
importance in the sale of manufactured consumers’ goods. Drop 
shipments appear in trades in which freight and handling costs are a 
significant part of the cost of distribution. This is the case with such 
industrial goods as coal, lumber, construction materials, and farm 
products (raw materials). 

The drop shipper operates from an office, but maintains no ware¬ 
house. He originates orders from customers through salesmen or by 
wire. These orders are forwarded to the manufacturer or the supplier, 
and the merchandise is shipped direct to the customer. The supplier 
bills the drop shipper, who in turn bills his customer. Thus the drop 
shipper, in effect, substitutes his credit for that of the customer. Since 
he escapes all the costs incident to the physical handling of the goods, 
he can operate on a low margin. The operating-expense ratio of drop 
shippers, as reported in the Census of Business for 1939, was 6.4 per 
cent of sales. Regular wholesalers can and do make drop shipments 
to customers who demand lower buying prices and who are willing to 
accept delivery in quantities that can be economically shipped. 

The wagon distributor . Wagon distributors are of minor importance 
and operate chiefly in the sale of grocery specialties (meats and 
provisions, confectionery, coffee, tea and spices, etc.), dairy and poultry 
products, fruits and vegetables, and petroleum products. The census 
report on wagon distributors, or—as they are now more properly 
called—truck-jobbers or wholesalers, is without question a gross 
underestimate, since only those are reported who maintained a fixed 
place of business. It is typical of a great many such jobbers that no 
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place of business is maintained other than the truck from which they 
operate. 

Wagon distributors buy in wholesale markets or from manufacturers 
or packers and sell to retailers or to small hotels or restaurants and 
resorts. Many of these distributors serve a regular clientele in the 
large cities or through a resort section. They may call their customers 
by telephone to get their orders before buying in the wholesale market, 
and they sell from their trucks. The price at which they sell includes 
a charge for delivery, as well as a markup on the cost price. In 1939, 
the wagon distributor operated on an expense margin of 12.2 per cent 
of sales. 

The wagon distributor is not to be confused with the driver-salesman 
of the food manufacturer or large bakery, making deliveries direct to 
retailers. The salesman is an employee of the manufacturer, while the 
wagon distributor is a merchant working for a profit and risking his own 
capital. This type of distribution is supported by those retailers who 
find it inconvenient to buy in small lots in a distant wholesale market 
with which they are not too familiar. They can make a more effective 
use of their time in operating their retail stores and can use their equip¬ 
ment in making deliveries to customers, rather than in hauling from 
the wholesale market. For this service they are willing to pay some¬ 
what higher prices than those that prevail in the wholesale market. 

Specialty Wholesalers 

Specialty wholesaling marks a trend away from the general-line 
wholesaler, whose operation was in turn more specialized than that of 
the general-merchandise wholesaler. Beckman notes the beginnings of 
specialty wholesaling in the dry-goods trade shortly after the Civil 
War. 1 Some of these houses were started as off-shoots of general-line 
wholesalers or in consequence of their failure. A too limited fund of 
capital to engage in general-line wholesaling was sufficient for the 
enterprise to go into business in some more limited line, especially if 
the proprietors were possessed of expert knowledge in that line. More 
recently, the trend toward specialty wholesaling in certain trades is a 
reflex of the manufacturer’s demand for more concentrated selling 
effort on special lines than the general-line wholesaler can give. 

Specialty goods are, by definition, those goods which have some 
particular attraction for the customer other than price. The customer 
does not shop around for them, but makes a special effort to visit the 

1 Beckman and Engle, op. cit ., p. 205. 
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store in which such goods are sold. 1 Distinctiveness may be given to 
goods by special design and style leadership and through extensive 
advertising that induces the customer to prefer a given brand. The 
general-line wholesaler carrying many different brands and stocking 
parallel lines within the same merchandise group, cannot concentrate 
the efforts of his salesmen on a single line or brand without neglecting 
the products of other manufacturers. The specialty wholesaler, how¬ 
ever, is equipped to concentrate sales effort within a narrow line and 
often in a restricted territory. The drive by manufacturers to differ¬ 
entiate their products through brand advertising has thus been reflected 
in the field oF consumers’ manufactured goods in an expansion of 
specialty wholesaling. 


TABLE 66.—COMPARISON OF GENERAL-LINE WITH 
SPECIALTY WHOLESALERS OF MANUFACTURED 
CONSUMERS’ GOODS, 1929-1939* 


Kind of business 

Number of establishments 

Sales, percentage of total 

1929 

1935 

1939 

1929 


1939 

Drugs: 

General line. 

489 

295 

271 

80.0 

72.3 

69.2 

Specialty. 

633 

1,268 

1,321 

20.0 

27.7 

30.8 

Dry goods: 

General line. 

801 

306 

222 

30.6 

27.0 

17.4 

Specialty. 

2,784 

3,301 

3,875 

69.4 

73.0 

82.6 

Groceries: 







General line. 

6,919 

3,833 

2,922 

63.8 

53.5 

47.9 

Specialty. 

7,080 

12,156 

12,045 

36.2 

46.5 

52.1 

Hardware: 







General line. 

932 

610 

772 

93.6 

90.5 

91.4 

Specialty. 

290 

519 

571 

6.4 

9.5 

8.6 


* Census of Business: Wholesale Trade, 1929, 1935, 1939 (Washington, D. C.: Government Printing 
Office). 


In contrast to the general-line dry-goods wholesaler handling many 
different lines, the specialty wholesaler may confine his operations to 
hosiery and lingerie or to cotton goods, woolens and worsteds, knit 
goods, or notions. Specialty lines in grocery wholesaling include 

1 Melvin T. Copeland, Principles of Merchandising (New York: McGraw-Hill 
Book Company, Inc., 1929). 
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breakfast cereals; canned fruits and vegetables; coffee, tea, and spices; 
confectionery; flour; fish and sea foods; meats; etc. Specialty hard¬ 
ware wholesalers handle heavy hardware, builders hardware, and 
cutlery. Within these special lines a more complete assortment is 
carried than is available in the general-line house. Salesmen are more 
expert in the restricted field and delivery service is generally more 
prompt. Economies of operation came with simplification in the 
number of lines and the number of accounts carried. 

The progress of specialty wholesaling in the consumer-goods lines 
is apparent from the data of Table 66. 


TABLE 67.—OPERATING EXPENSES AS A PERCENTAGE OF SALES, 1939* 


Drugs 

Dry goods 

Groceries 

Hardware 

General 

line 

Specialty 

General 

line 

Specialty 

General 

line 

Specialty 

General 

line 

Specialty 

13.0 

26.6 

15.1 

11.8 

9.5 

14.1 

17.7 

22.1 


* Census of Business: Wholesale Trade, 1939 (Washington, D. C.: Government Printing Office, 1943)* 
Only in dry goods were operating expenses as a percentage of sales less for specialty wholesalers. 


It will be noted from Table 66 that specialty firms are generally 
smaller than general-line firms. Smaller average sales and the fact 
that expenses must be spread over a smaller number of items make for 
a higher operating-expense ratio to sales for specialty wholesalers. 

Specialty wholesalers are service wholesalers with limited lines. 
They must either sell to the larger firms over a wide area or cultivate 
intensively a small area or a single large city. The average retailer 
who carries a variety of lines is unable to concentrate his purchases 
with the specialty wholesaler. It should be noted, also, that the 
general-line wholesaler has been able to single out special lines and to 
push sales on these lines through specialty salesmen of his own or 
through cooperation with the manufacturer, who furnishes a staff of 
“missionary” salesmen to originate orders in the wholesaler’s territory 
for a particular manufacturer’s branded product. 

Integrated Types 

Both horizontal and vertical integration are found in wholesaling, 
the latter being much the more important. Vertical integration is 
present when two or more business functions usually performed by 
separate establishments are combined under one ownership and 
operation. Most common is the combination of wholesaling with 
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retailing, but wholesalers may also engage in manufacture, and manu¬ 
facturers in wholesaling. When a number of wholesale units, all 
performing strictly wholesale functions, are operated under a single 
management, they present an example of horizontal integration. 
Certain minor examples will be noted before attention is directed to 
those integrated types which grow out of the conflict of interest 
between manufacturer and wholesaler. 

Semijobbers. Semijobbers integrate wholesaling and retailing func¬ 
tions and are of two types: wholesalers who sell a considerable amount 
of their totaj^ales to consumers at retail, and retailers who sell to 
other retailers in a wholesale manner. Service and limited-function 
wholesalers, in 1939, sold 1.9 per cent of their total sales at retail. 
These sales were concentrated in such lines as amusement and sporting 
goods, automotive supplies, tires and tubes, furniture, radios, musical 
instruments, hardware, petroleum, and farm products (consumers , 
goods). For most wholesalers such business is incidental. 

Pressure may be brought on the wholesaler by manufacturers with 
whom they deal to grant buying privileges to the manufacturers , 
employees. Such sales may also occur in trades that are somewhat 
disorganized by severe competition when retailers are not maintaining 
prices. There has been some attempt to organize consumer buying at 
“wholesale prices” through the organization of buying clubs and the 
issuance of courtesy cards that entitle the holder to buy at wholesale 
prices certain articles of merchandise from an approved list of whole¬ 
sale agencies. Regular wholesalers oppose such schemes, which under¬ 
mine their retail customers. 

Sales of retailers to other retailers amounted to just under a billion 
dollars in 1939. Such sales were concentrated in automotive supplies 
and equipment; in food stores; and in lumber, building materials, and 
hardware. By soliciting orders from other retailers a retailer can 
enlarge his purchase order and thus obtain wholesaled buying prices 
from the manufacturer. Retailers may voluntarily pool their orders 
with one of their number, in order to share in the economy of lower 
buying prices. When competition is severe, manufacturers may sell 
at wholesaled prices to retailers who represent themselves as whole¬ 
salers, even though they perform no wholesale functions. 

Manufacturing wholesalers . Wholesale grocers have traditionally 
engaged in such processing functions as coffee roasting, spice grinding, 
and the packaging of foods. This processing of bulk product into 
packaged goods ready for consumption is generally associated with the 
promotion of private brands controlled by the wholesaler and ad- 
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vertised to the consumer. Candy jobbers and drug wholesalers manu¬ 
facture, or have manufactured for them under contract, a part of the 
product that they sell. Such products, especially pharmaceuticals, 
are sold under controlled house brands. 

Wholesaling manufacturers . Manufacturers who engage in direct 
distribution to retailers belong in this class; their operations are dis¬ 
cussed in some detail below. Reference here is to the manufacturer 
who has developed a warehouse system of distribution and who wishes 
to make a more efficient use of his facilities and his sales force by 
supplementing his own line with noncompeting goods of other manu¬ 
facturers. This practice is not uncommon in the distribution of in¬ 
dustrial goods and house furnishings. Meat-packing companies com¬ 
bine the sales of many related food products through their wholesale 
branches, but many of these—such as butter, eggs, cheese, etc.—are 
the output of wholly or partly owned subsidiary companies. 

Chain wholesaling and branch-house wholesaling . Both these types 
of horizontal integration may be referred to as multi-unit types, in 
which many units operate under a common name or a common control. 
Such types are important in the drug and electrical fields and, to an 
increasing degree, concentration of control is present in food and 
grocery wholesaling. The McKesson and Robbins chain of drug 
wholesalers is a merger of wholesalers each operating under its own 
name. The General Electric Supply Corporation is the distributing 
organization of the General Electric Company with many wholesale 
branches. 

The branch-house wholesaler is a service wholesaler operating in 
different locations and often in a variety of ways. An example of one 
such organization is cited that operates as a full-service grocery in one 
city, as a chain of cash-and-carry branches in a second market, and as 
two specialty wholesalers (confectionery and tobacco) in a third. 1 

The extent of multi-unit operation in wholesaling is set forth in 
Table 68. 

The advantages of chain and branch-house wholesaling are largely 
in the tremendous buying power of such organizations, which places 
them in a favorable position for negotiating with manufacturers. The 
economies of standardization can be applied to internal operation, and 
advertising and selling can be more advantageously concentrated 
behind privately owned brands. As in all large-scale operations, 
specialization in management becomes possible. In the branch-house 


1 Maynard, Weidler, and Beckman, op. cit ., p. 249. 
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type, a certain degree of flexibility in adapting to different local con¬ 
ditions is present. 


Conflict of Interest between 
Manufacturer and Wholesaler 

As a prelude to the discussion of major integrated types of whole¬ 
saling originating with the manufacturer and the wholesaler, the 


TABLE 68.—NUMBER OF ESTABLISHMENTS UNDER 
ONE OWNERSHIP, 1939* 


Type of establishment 

Number of 
establishments 

Sales 

Service and limited-function wholesalers. 

101,627 

$23,641,924,000 

1 establishment only. 

87,221 

16,034,056,000 

2 establishments. 

4,563 

1,661,555,000 

3- 5 establishments. 

4,120 

1,854,535,000 

6- 9 establishments. 

1,643 

1,077,310,000 

10-14 establishments. 

867 

560,825,000 

15-24 establishments. 

818 

744,728,000 

25-49 establishments. 

840 

355,758,000 

50 establishments and over. 

1,490 

1,337,380,000 

Not stated. 

65 

15,777,000 

Manufacturers* sales branches (with stocks). 

12,977 

8,846,940,000 

1 establishment only. 

877 

579,565,000 

2 establishments. 

600 

294,390,000 

3- 5 establishments. 

1,522 

1,138,311,000 

6- 9 establishments. 

1,447 

854,350,000 

10-14 establishments. 

1,366 

711,899,000 

15-24 establishments. 

1,457 

1,069,607,000 

52-49 establishments. 

1,692 

1,550,419,000 

50 establishments and over. 

3,997 

2,634,761,000 

Not stated. 

19 

» 13,638,000 


* Census of Business: Wholesale Trade, 1989 (Washington, D. C.: Government Printing Office, 1943), 
Table 10. 


student should take note of the underlying economic forces that 
provided the impetus to change. Consider first the traditional position 
that the wholesaler occupied throughout the nineteenth century. He 
was the dominant figure in the marketing of all consumers’ goods. 
Manufacturers were small and, in general, not so well financed as the 
wholesalers in the trade centers. The wholesaler was the inter¬ 
mediary through which bank credit was made available to the retailer 
and, in many cases, to the manufacturer. Credit was a major function 
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of wholesale trade in an era when population was spread more generally 
through small-town and rural sections and a much larger per cent of 
the population was engaged in agriculture. Merchandise turnover was 
slow, with credit extension for correspondingly longer periods, and 
with much greater absorption of working capital and risk of credit 
losses. 

Transportation in that period was less efficient than it is now and 
production processes were slower. Thus the wholesaler had to carry 
much heavier inventories, especially of seasonal goods, to accommodate 
retailer demand. Again, large stocks and slow turnover made a 
heavy demand on working capital. Goods were of a more staple 
character, and innovation was at a much less rapid rate than now. 
Style was less a factor in merchandising, and style changes were less 
frequent. 

To meet the high costs of performing the expensive services de¬ 
manded by small and often inefficient retailers, wholesalers exacted a 
correspondingly wide margin of profit. Discounts to wholesalers in 
the different merchandise lines had the sanction of custom. As the 
dominant figure in distribution, the wholesaler was generally un¬ 
progressive and sensitive to any attempt by the manufacturer to 
interfere with his traditional methods of operating. He considered it 
essential to the performance of his function as a wholesaler to carry a 
full line of all the varied kinds and qualities of goods demanded by his 
numerous retail customers, who bought from him in small quantity 
on credit. Similar goods of different manufacturers were represented 
in these lines. Obviously, the wholesaler was not in a position to do 
aggressive selling for any particular manufacturer, nor did he consider 
that to be a proper part of his function. 

Consider now the position of the manufacturer. Following the 
period of the Civil War, efficiency in manufacture improved through 
increased efficiency of machines and better control of operations. 
Costs of manufacture were generally reduced and management was 
alive to the fact that profits might most readily be made in the field of 
consumers’ goods, in which demand was elastic, by producing and 
selling increased quantities of goods that could be turned out at unit 
costs that decreased with the increase in volume. 

The drive for volume sales was given impetus by a packaging- 
branding-advertising technique that differentiated a particular manu¬ 
facturer’s product to the consumer. Large sums were spent in adver¬ 
tising to the consumer, and demand was made on the wholesaler to 
push the product to the retailer. The manufacturer, having assumed 
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the major financial cost of creating demand, was reluctant to allow the 
wholesaler his customary margin of profit on these nationally advertised 
lines. He held out to the wholesaler the prospect of larger aggregate 
profits than he had previously enjoyed if he would cooperate with the 
manufacturer in a plan of aggressive selling that would make up in 
volume sales for the smaller margin. 

Not only by natural growth and expansion, but through consoli¬ 
dation and merger, manufacturers had grown in size and financial 
power. Through a direct approach to the consumer, they were trying 
to bring pressure on retailer and wholesaler to push the sale of their 
product. Ttafc wholesaler, who felt that his prestige was being under¬ 
mined, resisted the overtures of the manufacturer. He could not, 
under the circumstances, get behind the product of a particular manu¬ 
facturer without giviag offense to other manufacturers whose branded 
goods he also carried. He resented the cut in his customary margin of 
profit, and in many cases he refused to cooperate in the manufacturer’s 
promotional effort to influence the retailer. By installing his own 
private brands, on which he could make a wide margin of profit, and 
which he pushed in competition with those of the national advertiser, 
the wholesaler widened the rift between the manufacturer and his 
traditional outlet. 

As has been set forth in preceding chapters, the last quarter of the 
nineteenth century saw the growth of the large-scale integrated retail 
organizations, the department store, the chain store, the mail-order 
house, and later the supermarket. In these the manufacturer had at 
hand types of distributing agencies ideally suited to his purpose. They 
were all interested in volume sales and, with the possible exception of 
the department store, they aimed at achieving volume through lower 
selling prices. By purchasing in larger quantities direct from the 
manufacturer, and by dispensing with many of the services ordinarily 
provided by retailers, they found it possible to sell at lower prices and 
make profit. Receiving large discounts and advertising allowances 
from manufacturers, they were often able to buy at lower prices than 
those paid by wholesalers. Operating in the cities where population 
had become concentrated, these new-type retailers were able to divert 
a considerable share of trade in the consumer-goods lines from the 
wholesaler’s customer, the small-scale independent retailer. Thus 
the service wholesaler was caught between the direct-selling manufac¬ 
turer and the large-scale direct-buying retailer. 

The increased emphasis on style goods in dry goods and apparel 
placed a premium on more direct methods of distribution. The large 
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department store and the J. C. Penney type of small department-store 
chain provided logical outlets for this kind of merchandise. The 
wholesaler of manufactured consumers’ goods was placed very much 
on the defensive. The net effect of these various forces at work in 
distribution was to encourage the manufacturer to push further into 
the field of direct distribution. 

Direct Distribution by the Manufacturer: 

Sales Branches and Sales Offices 

The sales branch is a wholesale outlet owned and operated by the 
manufacturer for the purpose of carrying stocks and of selling and 
delivering the manufacturer’s products to retailers, wholesalers, and 
industrial users. The branch, which maintains a sales force, also 
originates orders on which direct delivery may be made from the 
factory to the customer. The branch is under the direct control of a 
branch manager, or district sales manager. Its pricing and sales 
policies are generally determined by executives in the home office of 
the company. The manufacturer’s sales office is distinguished from 
the sales branch by the fact that no facilities are included for the 
physical handling, storage, or delivery of merchandise. 

Table 69 shows for three census periods the change in the relative 
importance of different outlets for the total of all industry groups 
reported in the Biennial Census of Manufactures and for two groups of 
consumers’ goods—food and kindred products, and apparel and other 
finished products made from fabrics. The trend away from whole¬ 
salers and jobbers to direct sales to retailers is clearly evident for all 
groups combined. There is also a definite trend toward increased 
distribution through the manufacturer’s own wholesale branch and 
sales office. 

In the field of manufactured consumers’ goods, the activities of 
manufacturer’s sales branches and sales offices are confined almost 
entirely to the distribution of specialty goods. For food and kindred 
products as a group the trend away from wholesalers to direct sale to 
retailers is clear, but sales through the sales branch and sales office are 
relatively less important in 1939 than in 1929. This is, no doubt, 
influenced by the shift in sales away from the sales branch and back 
to the wholesaler in the case of biscuits and crackers and toward direct 
sales to retailers of meat products. Manufacturers’ sales of apparel 
and other finished fabrics show the expected trend away from whole¬ 
salers and toward direct sales to retailers. 

Manufacturers’ sales branches and sales offices, unlike the service 
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* Distribution of Manufacturers ’ Sales, 1939 . 
t Includes sales through own retail stores. 
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wholesaler, sell much of their product to industrial users and to other 
wholesalers. While service wholesalers sell 90 per cent or more of 
their products to retailers, the drug manufacturer’s sales branch in 
1939 sold only 54 per cent to retailers, 28.3 per cent to other whole¬ 
salers, and 14.1 per cent to industrial users. While the sales branch 
of the hosiery manufacturer sold 94.3 per cent to retailers, the sales 
branch selling notions distributed only 18 per cent to retailers; 19.8 
per cent of silk linen, rayon, and velvet piece goods, and almost no 
cotton piece goods were disposed of to retailers through the manufac¬ 
turer’s branch. Only in the distribution of grocery specialties did a 
considerable proportion of branch sales (58.5 per cent) go to retailers, 
with 29.2 per cent to other wholesalers and 10.6 per cent to industrial 
users. 

TABLE 70.—DISTRIBUTION OF SPECIALTY GOODS THROUGH 
WHOLESALERS, MANUFACTURERS' SALES BRANCHES 
AND SALES OFFICES, 1929, 1935, 1939* 

(in per cent of combined sales) 


Kind of business 

Specialty wholesaler 

Manufacturer's sales 
branch and sales office 

1929 

1935 

1939 

1929 

1935 

1939 

Drugs and drug sundries.. 

35.8 

47.2 

38.3 

64.2 

52.8 

61.6 

Dry goods. 

68.0 

63.9 

69.5 

32.0 

36.1 


Groceries. 

42.7 

40.2 

51.4 

57.3 

59.8 

48.6 


* Data from Census of Business: Wholesale Trade , 1939 (Washington, D. C.: Government Printing 
Office, 1943). 


Specialty wholesalers are more directly in competition with the 
manufacturers’ sales branches and sales offices. Such wholesalers sell 
a smaller percentage of their merchandise to retailers than do service 
wholesalers, but a somewhat larger percentage than does the sales 
branch and the sales office. The two types are most directly in 
competition in grocery specialty lines. It would appear from the 
data of Table 70 that the specialty wholesaler has been more than 
holding his own against the competition of the manufacturer’s sales 
branch and sales office in the three merchandise groups analyzed. 

Conditions favoring direct distribution by the manufacturer are 
large-scale production, routinized production, the manufacture of a 
long line of merchandise, a product of high unit value or of a perishable 
or style-goods nature, the existence of densely populated markets, 
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large units of purchase by retailers, and strong financial position of the 
manufacturer. 1 Sales of manufacturers through their own retail 
stores registered gains in the decade 1929-1939, although the percent¬ 
age of total sales thus distributed was small. 

Direct distribution by the manufacturer incurs heavy investment 
costs in plant and inventory and a considerable addition to salary 
overhead. Such costs tend to be inflexible in periods of declining sales. 
Manufacturers wishing to sell direct have made much use of the dis¬ 
tribution warehouse and of agents and brokers. The use of the public 
merchandise warehouse as a substitute for the manufacturer’s own 
facility has already been described (see Chapter III). At a later point 
attention will be given to the distribution functions of agents and 
brokers. 


Defenses of the Wholesaler 

Service wholesalers in the consumer-goods trades either have ad¬ 
justed their methods of operating to changed competitive conditions 
or have been eliminated from the field. Just as the independent 
retailer, when exposed to chain-store competition, found it necessary 
to improve the quality of management, so the wholesaler has built his 
own defenses against the double-edged attack of direct-selling manu¬ 
facturer and large-scale retailer. He has done this, in the first in¬ 
stance, by improving his operating techniques. 

Operating adjustments of the wholesaler. Recognizing that, if he was 
to survive, he must do something to protect his customer—the in¬ 
dependent retailer—against the encroachments of the chain, he began 
by establishing closer working relations with his retail customers. 
Store-service departments were installed and the problems of the 
retailer were seriously studied. Service men called on the retailer to 
find out how he was conducting his business and to offer him advice 
and assistance. Better accounting and inventory-control systems 
were suggested. Improvements in store layout and window display 
were made. Retailers were urged to concentrate their purchases with 
fewer wholesalers, in order to enlarge the unit of purchase and thus 
justify lower buying prices. 

Most important was the suggested revision of price and margin 
policies. Like the old-line wholesaler, the average retailer had been 
committed to wide margins and high prices, with resulting slow turn¬ 
over. By promoting leader lines on which he had a buying advantage, 

1 Beckman and Engle, op. cit., p. 257. 
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the wholesaler made it possible for the retailer to balance wide margins 
on these lines against reduced margins on other lines and to make a 
profit while meeting the low competitive prices of chain stores. The 
cooperation of the retailer was secured in advertising these private 
brands of the manufacturer to the consumer. Cash-and-carry de¬ 
partments have been developed to meet the retailer’s demand for 
lower buying prices. 

The low-gross-margin, high-turnover policy that the wholesaler has 
urged upon the retailer has been made the basis for revision of his own 
pricing policies. Recognizing the limitations of control over price, the 
wholesaler has tried to protect his gross margin by lowering his costs. 
By installing better inventory-control methods, he has been able to 
weed out slow-moving items and to increase merchandise turnover. 
By analyzing his accounts, he has been able to eliminate many non¬ 
profit accounts by offering to sell them only on a cash basis. Improve¬ 
ments have been made in the physical handling of orders through the 
warehouse, to reduce labor cost and speed up deliveries. Consolida¬ 
tion and branch-house operation have been availed of, to increase buy¬ 
ing power and lower buying prices. 

Cooperative types . As a means of mutual protection, retailer and 
wholesaler have formalized their relationships in two types of co¬ 
operative wholesaling in which the function of wholesaling is integrated 
with that of retailing. One of these types, the retailer-cooperative 
warehouse, has already been discussed (see Chapter XII). A second 
type, the voluntary-group wholesaler, is the logical outcome of the 
competition to which the service wholesaler has been exposed. The 
retailer-cooperative warehouse is the cooperatively owned and oper¬ 
ated wholesale facility of the cooperating retailers. It does business 
only with members, its purpose being to furnish them with a cheap 
source of supply. The initiative for organizing a voluntary chain 
of independent retailers around the wholesaler comes from the whole¬ 
saler. The purpose of the wholesaler is twofold: (1) to exercise such 
a degree of control over retailer patronage as to reduce the expenses 
of the wholesaler, and (2) to improve the competitive position of 
the independent retailer. Retailers retain ownership of their stores 
and operate them under the direction of the wholesaler. They have 
no ownership rights in the wholesale establishment. The voluntary- 
group wholesaler sells not only to members of the chain but to non- 
affiliated retailers. The purpose behind both types of cooperative 
wholesale organizations is to achieve, as far as possible, the economies 
that accrue to the corporate chain. 
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Voluntary chains under the sponsorship of the wholesaler were first 
organized in the early 1920’ s. The voluntary chain is organized 
around a headquarters corporation that controls a number of private 
brands. By a series of contracts between the headquarters corporation 
and cooperating wholesalers, and between wholesalers and retailers in 
their respective territories, the voluntary seeks to achieve something 
of the same degree of coordination that the corporate chain secures 
through ownership control. The wholesaler is given an exclusive 
contract to operate in his territory and he, in turn, organizes his retail 
customers fyjynembers of the chain. 

Wholesale members agree to buy through the headquarters office a 
fixed amount of private-label merchandise, but they are not restrained 
from buying additional quantities from other sources, provided that 
such goods meet the standard of quality maintained under the private 
brand. The headquarters office operates on a brokerage basis for the 
manufacturer who puts up the private-label goods. Such organiza¬ 
tions have in the past also received advertising allowances from manu¬ 
facturers of other items sold to the group. The merchandise is passed 
on to the wholesaler at the net price, which reflects the discounts 
received on the pooled orders. With funds received from manu¬ 
facturers and, in some cases, from monthly fees paid by the whole¬ 
salers, the headquarters organization buys advertising space in news¬ 
papers and furnishes window display layouts, posters, and other dealer 
helps to the wholesaler. In some cases a monthly magazine is cir¬ 
culated to retail members. 

The contract with the retailer requires that he shall buy from the 
wholesaler all or a large percentage of the items carried under private 
brands. The retailer also agrees to follow the directions of the whole¬ 
saler with respect to store layout, window display, merchandising 
methods, and identification of the store as a member of the chain by 
painting the store front with a distinctive color and/or by the use of 
a store sign. Most important is the retailer’s agreement to cooperate 
in passing on to the consumer in lower prices the benefits that he 
receives on private-label goods. In some organizations retailers pay 
monthly fees to the wholesaler, to cover the cost of advertising material 
and store signs. Supervisors employed by the wholesaler contact the 
retailers to check on their performance and to give advice and as¬ 
sistance. 1 

1 For a detailed discussion *of different types of organization of voluntary chains 
see the report of the Federal Trade Commission on Chain Stores: “Cooperative 
Grocery Chain,” Senate Document No. 12, 72d Congress, 2d Session, 1932. 
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The voluntary-chain movement has been concentrated almost 
entirely in the marketing of general-line groceries with minor activity 
in drugs, hardware, and variety goods. The Federal Trade Commis¬ 
sion reported the existence in 1930 of 319 cooperative grocery chains 
of both types, with 43,141 retail stores, of which 23,116 were in whole¬ 
saler-retailer cooperative chains. In 1935 there were 584 voluntary- 
group wholesalers, with 78,000 retail members and sales of $578,000,- 
000. 1 This number had increased by 1939 to 703 wholesalers with 
sales of $753,000,000. 2 3 


TABLE 71.—ESTIMATED 1944 FOOD AND GROCERY-STORE SALES* 


Types of store 

Num¬ 

ber 

of 

stores 

Per¬ 

centage 

of 

total 

Sales 

Per¬ 

centage 

of 

total 

sales 

Percentage 
of grocery 
and 

combination 

Stores' 

volume 

Total retail food stores.. 

521,400 

100.0 

$17,870,000,000 

100.0 


Grocery and combina- 






tion stores. 

384,400 

73.7 

14,260,000,000 

80.0 

100.0 

Independents. 

350,000 

67.0 

9,610,000,000 

53.7 

67.0 

Voluntary and coopera¬ 






tive stores. 

92,000 

18.0 

4,510,000,000 

25.2 

32. Of 

Unaffiliated. 

258,000 

49.0 

5,100,000,000 

28.5 

35.0 

Chains (corporate). 

33,000 

6.5 

4,650,000,000 

26.3 

33.0 

Unclassified. 

1,400 

0.2 




Specialty food stores 






(chain and indepen¬ 






dent) . 

137,000 

26.3 

3,610,000,000 

20.0 



* Data from Facts in Food and Grocery Distribution (New York: The Progressive Grocer, 1945). 
t 47 per cent of grocery and combination stores’ volume, excluding chains. 


Table 71 shows the position occupied by voluntary-group and 
retailer cooperative stores in the grocery and food trade in 1944. 
While the number of these stores is still small (26 per cent of the total), 
as compared with the number of unaffiliated independent grocery and 

1 Census of Business , 1935: Voluntary-group and Cooperative Wholesalers, Groceries 
and Related Products (Washington, D. C.: Government Printing Office); and G. C. 

Corbaley, Group Selling by 100,000 Retailers (New York: American Institute of 
Food Distribution, 1936). 

3 Census of Business: Wholesale Trade , 1939 (Washington, D. C.: Government 
^Printing Office, 1943). 
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combination stores, they had almost half of the sales volume (46 per 
cent) of all independent grocery and combination stores. The sales of 
the voluntary and cooperative stores were about equal in volume to 
those of the corporate chains. Sales per store for the voluntaries were 
only about one-third as large as those of the corporate chain unit, but 
they were more than twice as large as sales of the unaffiliated inde¬ 
pendent stores. 


TABLE 72.—NUMBER OF SALESMEN OF VOLUNTARY-GROUP 
WHOLESALE GROCERS AS AFFECTED BY PROPORTION OF 
SAi.ES TO VOLUNTARY-GROUP MEMBERS, 1935* 


Percentage of Sales to 
Voluntary-group Members 


Number of Salesmen 
per $1,000,000 
of Sales 


Less than 10 per cent. 10.7 

10-30 per cent. 10.0 

30-50 per cent. 7.8 

60-70 per cent.. 7.3 

70-90 per cent. 6.5 

90 per cent or more. 3.9 

All voluntaries. 8.3 


* Voluntary-oroup and Cooperative Wholesalers, Groceries and Related Products, loc. ext., p. 19. 

The advantages to the wholesaler of a close coordination of retailer 
operations with those of wholesaling are demonstrated in an analysis 
of the operations of 92 full-service grocery wholesalers, including 
cooperative and voluntary-group houses. 1 Concentration of purchases 
of retailers with individual wholesalers was highest for the retailer- 
cooperative type and next highest for voluntary groups. Average 
sales per customer were in direct ratio to the degree of concentration. 
Average annual sales and average value per order were greater for 
voluntary-group member stores than for nonmember stores. To the 
extent that concentration of purchases was achieved, the expense of 
maintaining a sales force was lowered, delivery expense was reduced, 
and the wholesaler was able more accurately to forecast sales. Such 
an arrangement “permits the wholesaler to concentrate on buying and 
the retailer to concentrate on selling.” Differences in number of sales¬ 
men required with different proportions of patronage are set forth in 
Table 72. 

1 William H. Meserole and Charles H. Sevin, Effective Grocery Wholesaling , 
Bureau of Foreign and Domestic Commerce, Economic Series 14 (Washington, D. C.: 
Government Printing Office, 1941). 
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Expense ratios. No statistical evidence was found in the Depart¬ 
ment of Commerce survey to indicate that coordination through 
voluntary chains results in lower total wholesale expense. 

The higher expense ratio of the voluntary-group wholesaler, as com¬ 
pared with the retailer-cooperative, is explained by the difference in the 
number of functions performed. The service of the retailer-cooper¬ 
ative is comparable to that of the cash-and-carry wholesaler, in that 
service is at a minimum. Voluntary-group wholesalers operate more 


TABLE 73.—AVERAGE EXPENSE RATIOS OF THREE TYPES 
OF GROCERY WHOLESALERS, 1938 AND 1939* 


Type of operation 

Number of 
establishments 

Operating expenses as 
a percentage of sales 

Census, 

1939 

Commerce 

Survey, 

1938-1939 

Census, 

1939 

Commerce 

Survey, 

1938-1939 

Old-line, not sponsoring groups_ 

2,786 

25 

9.6 

9.77 

Voluntary-group wholesalers. 

638 

14 

10.6 

10.17 

Retailer-owned cooperatives. 

136 

13 

5.2 

6.14 


* William H. Meserole and Charles H. Sevin, Effective Grocery Wholesaling, Bureau of Foreign 
and Domestic Commerce, Economic Series 14 (Washington, D. C.: Government Printing Office, 1941). 


as service wholesalers; they carry large stocks that include a variety 
of items; they have a more liberal credit policy than cooperatives, 
provide delivery service, and employ a larger sales force for an equal 
volume of sales. Many cooperatives employ no salesmen. 

The higher expense ratio of voluntary-group wholesalers, as com¬ 
pared with old-line wholesalers not sponsoring chains, is explained 
largely by the fact that these houses are selling to nonmembers as well 
as to members and must therefore employ more salesmen than would 
be the case if more of their business was concentrated in member 
stores. The emphasis on private brands and the promotional expenses 
incident thereto is a further reason for the higher ratio. The fact that 
voluntary-group wholesalers average larger in size than old-line whole¬ 
salers partly accounts for the higher ratio. Above the point of annual 
sales of $200,000 to $300,000, expense ratios tend to rise. That there 
is nothing inherent in voluntary-group wholesaling that makes for 
higher operating expenses is apparent from the fact that expense ratios 
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decrease with the increase in the degree of retailer cooperation obtained. 
The data of Table 74 are a proof of this. 

Legislation . As economic pressure from large-scale retailers—* 
especially from the corporate chain—increased, wholesalers combined 
with independent retailers to support a drive for the passage of chain- 
store tax laws in the different states. The amount of the tax was 
graduated according to the number of retail units in the chain. This 
movement, which began in the early 1930's, gained considerable 


TABLE 74.—OPERATING EXPENSES OF VOLUNTARY-GROUP 
WHOLESALE GROCERS AS AFFECTED BY PROPORTIONS 
OF SALES TO VOLUNTARY-GROUP MEMBERS, 1935* 


Percentage of total sales to 
voluntary-group members 

Number of 
establishments 

Operating expenses as 
a percentage of sales 

Less than 10 per cent. 

26 

11.3 

10-30 per cent. 

157 

11.5 

30-50 per cent. 

157 

9.9 

50-70 per cent. 

116 

9.4 

70-90 per cent. 

61 

9.3 

90 per cent or more..... 

30 

8.3 

All voluntaries. 

547 

10.3 


♦ Voluntary-group and Cooperative Wholesalers—Groceries and Related Products, p. 19. 


momentum before recovery from the business depression partly 
relieved the pressure. Twenty-one states now have chain-store tax 
laws. 

As a result of the investigation of chain stores by the Federal Trade 
Commission in 1928-1931, pricing practices alleged to discriminate in 
favor of the chains were revealed. Wholesalers, through their trade 
associations, gave support to the passage of the Robinson-Patman Act 
(1936), which was aimed at discrimination in pricing and other unfair 
competitive practices. 

In the same spirit, wholesalers and independent retailers gave sup¬ 
port to manufacturers who promoted the passage of so-called ^fair- 
trade acts” in the various states, which were later supplemented by the 
Tydings-Miller Act, enacted by the Federal government in 1938. 
These acts legalized agreements between manufacturers, wholesalers, 
and retailers to maintain manufacturers' resale prices in the retail 
markets for their branded products and were specifically aimed at the 
price-cutting tactics of the large-scale retailers. So also another type 
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of state legislation—the unfair trade acts—was directed against the 
practice of the chains of using loss-leaders as a means of attracting 
patronage. These acts require retailers to charge a minimum markup 
over cost in pricing their merchandise. More detailed discussion of 
these different pieces of legislation will be found in Chapter XXVIII. 

QUESTIONS 

1. Define wholesaling. 

2. In what different ways may wholesalers be classified? 

3. What functions does the service wholesaler perform? 

4. How important is the service wholesaler in relation to total wholesale trade? 

5. What conclusions can be drawn from the data of Tables 66 and 69? 

6. How account for the large number of wholesalers in relation to sales volume 
in the small cities and rural areas? 

7. Under what difficulties does the full-line service wholesaler operate? 

8. Identify the different kinds of limited-function wholesaler. 

9. How does the converter operate? 

10. Discuss the strategy of the cash-and-carry wholesaler in the marketing of 
groceries. 

11. How does the drop shipper operate? 

12. What functions are performed by the wagon distributor? 

13. Define the field of the specialty wholesaler and discuss the trend of specialty 
wholesaling in the consumer-goods lines. 

14. Why are expenses per dollar of sales higher for specialty wholesalers? 

15. What is a semijobber? a manufacturing wholesaler? a wholesaling manu¬ 
facturer? 

16. How extensive is chain and branch-house wholesaling? 

17. What are the economic forces operating to bring pressure on the regular- 
service wholesaler? 

18. Why did the manufacturer assume wholesaling functions? 

19. What is the difference between a manufacturer’s sales branch and a sales 
office? 

20. What has been the trend of manufacturers’ sales through different outlets 
since 1929? 

21. What conditions favor direct sales by manufacturers? 

22. In what ways has the service wholesaler defended himself against the com¬ 
petition of direct selling by the manufacturers? 

23. Describe the organization of the voluntary-group wholesaler. 

24. How important are voluntary chains in the marketing of groceries and foods? 

25. How do the expenses of cooperative wholesaling types compare with those of 
regular wholesalers? 

26. How do expenses of voluntary-group wholesalers vary with patronage? 

27. Do you think wholesalers should give support to the passage of chain-store 
tax laws? 
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CHAPTER XV 


THE MARKET FOR MANUFACTURED CONSUMERS 
GOODS: AGENTS AND BROKERS 

The distinguishing characteristic of the merchant is that he takes 
title to the goods in which he deals and thereby assumes all the risks in¬ 
cident to ownership. Agents and brokers do not take title but perform 
for either buyers or sellers services that facilitate the transfer of title 
in goods. They are thus commonly referred to in marketing literature as 
“functional middlemen.” They may, in certain trades, assume the 
function of physically handling the merchandise of their clients but, as 
compared with those of merchants, the number of different functions 
that they perform is limited and their expenses of operating are corre¬ 
spondingly lower as a percentage of sales, when these are compared with 
those of the merchant. The purpose here is to identify the different 
kinds of agents and brokers operating in the markets for manufactured 
consumers' goods and to describe in general terms the functions that 
they perform. In a later chapter their position in the channels of dis¬ 
tribution for particular commodities will be made clear. 

A comparative view of the importance of the different types of agents 
and brokers engaged in distribution is given in Table 75. Somewhat 
over half of the total sales volume of these different agencies is in manu¬ 
factured goods, and an undetermined fraction of this total is in the class 
of consumers' goods. 

Brokers 

The broker is an independent agent who performs the service of 
negotiating the sale or purchase of merchandise for the account of a 
principal. Normally he represents the seller, from whom he receives com¬ 
pensation in the form of a commission or brokerage fee; but in periods 
of generally short supply he may be employed by the buyer. In the 
marketing of manufactured consumers' goods, brokers are principally 
important in the distribution of grocery specialties, particularly such 
items as canned and dried fruits and vegetables, canned fish, quick- 
frozen foods, breakfast cereals, rice, flour, sugar, corn products, canned 
meats, lard and cooking compounds, and other packaged foods sold 
under the manufacturer's brand. 
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The broker operates as an intermediary between the manufacturer 
or the processing industry in making sales to wholesale buyers, who 
may be regular wholesalers, central buying offices of chain stores or 
large retail organizations, and industrial buyers, such as manufacturing 
bakers, confectioners, etc. Since the broker does not receive or handle 
the actual merchandise in which he deals, he does business from an 
office in which he maintains a clerical staff and, in many cases, a small 
group of salesmen, who contact prospective buyers. Much of this con¬ 
tact work is done over the telephone or by telegraphic communication. 


TABLE 75.*55^GENTS AND BROKERS IN WHOLESALE TRADE, 1939* 


Type of operation 

Number of | 
establish¬ 
ments 

Sales 

Operating 
expenses as 
percentage 
of sales 

Auction companies. 

649 

$ 434,283,000 

3.2 

Brokers (merchandise). 

4,710 

3,390,695,000 

1.5 

Commission merchants. 

2,758 

2,748,072,000 

2.5 

Export agents. 

654 

571,449,000 

2.9 

Import agents. 

394 

343,105,000 

2.0 

Manufacturers' agents 
(with stocks). 

1,907 

252,056,000 

11.7 

Manufacturers' agents 

(without stocks). 

7,871 

1,144,961,000 

! 4.0 

Selling agents. 

1,487 

1,741,777,000 

3.7 

Other agents. 

473 

574,637,000 

1.8 


• Census of Business: Wholesale Trade, 1939 (Washington, D. C.: Government Printing Office, 1943), 
Table 1. 


The services of a particular broker may be contracted for by the 
manufacturer over one or more seasons to operate in a definitely re¬ 
stricted territory. Such an arrangement is more typical of that existing 
between the manufacturer and a manufacturer’s agent (see page 290). 
In the normal course of business, the broker is ready to act for any 
client who calls upon him for service, though trade ethics, as well as the 
law will prevent him from representing both seller and buyer in the 
same transaction. In a typical transaction in the sale of canned goods, 
the initiative is taken by a canner who wishes to enter the market for 
the sale of the season’s pack of canned peas. After making his own ap¬ 
praisal of supply-and-demand conditions, necessarily inadequate be¬ 
cause of his isolated position, he decides upon an opening price that 
he will try to obtain from wholesale buyers. He thereupon engages the 
services of brokers located in various large markets, instructing them 
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to obtain orders in carload lots at the opening price and giving the 
brokers a full and accurate description of the quality and pack. The 
broker, in turn, solicits orders by wire or through salesmen from buyers 
in his territory or wherever he may be able to establish contact with 
them. If a sale cannot be negotiated at the opening price, a bid price is 
solicited from the buyer and this information, along with any other 
facts in the broker’s possession, is passed back to the canner. On the 
basis of the information received from the different brokers, the canner 
may either revise his opening price to bring it into line with the bid 
prices or instruct the broker to continue his efforts to sell at the price 
desired by the canner. If the canner accepts the buyer’s offer, the broker 
so notifies the buyer and a bargain is struck. The broker prepares 
memoranda setting forth the price, terms of sale, delivery dates, and 
shipping instructions and sends a copy to each of the parties. Only when 
the sale is confirmed by both parties does the broker receive his com¬ 
pensation. 

From the above illustration it is clear that the broker is a specialist 
in selling, his principal stock in trade is information about product, 
prices, market conditions, and especially a knowledge of prospective 
buyers of the manufacturer’s product and their needs. He is thus able 
not only to find a market but, through the information he supplies, 
to guide the seller in his marketing and pricing operations. As the rep¬ 
resentative of the buyer, he reverses his method of operating by seek¬ 
ing out sources of supply and obtaining for the buyer offers to sell defi¬ 
nite quantities of goods of a definite quality and pack at different prices. 
The buyer is thus put in the position of being able to select the most ad¬ 
vantageous offer. 

Brokers in the food trade on occasion operate on their own account, 
to make profit as merchants. Beckman and Engle found that “approxi¬ 
mately 6 per cent of the merchandise brokers fail to confine themselves 
entirely to the brokerage business. A little less than 12 per cent of their 
business is on their own account as wholesalers, and about 5 per cent of 
their volume is handled in the capacity of commission merchants.” 1 

The broker is important in the merchandising of cotton piece goods, 
especially the fancy weaves. Here he operates mostly as a buying broker 
for converters who are negotiating purchases of gray goods directly 
from the mills or more often from sales agents. The broker in this situa¬ 
tion is important as a source of price information for the converter and, 
in certain instances, maintains designing departments for the assistance 

1 T. N. Beckman and N. H. Engle, Wholesaling (New York: The Ronald Press 
Company, 1937), p. 270. 
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of converters and for advising mills with respect to kinds of equipment 
needed to produce special weaves. 1 

The economic justification for the use of the broker arises out of the 
special conditions of the trades in which he operates. Most manufactur¬ 
ing companies producing consumers’ goods are small and rather widely 
scattered. The large companies can afford to maintain their own sales 
forces and to sell through their own branches, but small companies 
whose product is widely used find it more advantageous and cheaper to 
sell through brokers. In the case of food products, production often is 
seasonal, so th»t the maintenance of a sales force throughout the year 
would be uneconomical. The small mill or processing plant is most often 
at a considerable distance from the points at which its product is used. 
It is difficult for the isolated producer to obtain information that will 
enable him to make direct contact with wholesale buyers or to know 
what their needs are; the area in which the company must sell its prod¬ 
uct is too wide. Similarly, the buyer who must recruit supplies from 
widely scattered sources comes to rely on the broker, especially when 
speedy action is required. The buyer, by making his approach through 
the broker, is also able to obtain price information without revealing 
his identity; this is often to his advantage. 

The use of the broker gives flexibility to selling expenses, as com¬ 
pared with the fixed expense of maintaining a sales force. The broker’s 
cost of operating is kept at a minimum, not only because of the limited 
functions that he performs but because he represents many different 
sellers. Thus the burden of expense is spread lightly over the entire 
volume of sales. Brokerage rates (as a percentage of sales) for products 
moving in volume through brokers were reported in the 1939 Census of 
Business as follows, canned foods 2.4, coffee, tea and spices 1.0, fish and 
sea foods 6.2, flour 1.9, quick-frozen fruits and vegetables 3.1, meat 
products 1.2, sugar 0.8, cotton piece goods 2.5. 

Commission Merchants 

The commission merchant is not important in the marketing of 
manufactured goods; his methods of operating are best observed in the 
agricultural markets. The Census of Business indicates that the com¬ 
mission merchant in the manufactured-goods markets is found in the 
piece-goods trade, and in the marketing of groceries and foods, farm 
supplies (largely feed), yarns, leather and leather goods, furniture and 

1 Melvin T Copeland and Edmund P. Learned, Merchandising of Cotton Textiles , 
Business Research Studies No. 1 (Cambridge, Mass.: Harvard University Graduate 
School of Business Administration, 1933), p. 52. 
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house furnishings, chemicals and paints, clothing and furnishings, tex¬ 
tiles and materials (other than dry goods). 

A commission merchant, unlike the broker, receives goods consigned 
to him for sale; he invariably acts for the seller. He must, therefore, 
maintain a store or a warehouse in which the goods may be displayed 
to buyers, and where salesmen are employed. The commission firm 
generally operates within the confines of a single market. The firm often 
has continuing relationships with its clients, but may receive consign¬ 
ments made without previous notice by the shipper. 

TABLE 76.—OPERATING EXPENSES OF BROKERS AND COMMISSION 

MERCHANTS, 1935 
(as a percentage of sales) 
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Manufactured Agents 

Manufactured agents are to be distinguished from manufacturers 7 
sales branches and sales offices, in that they are independent enter¬ 
prises not owned by the manufacturer. To the extent that their ser¬ 
vices are contracted for by the manufacturer, they become a part of 
his sales organization and are to some extent under his control, but they 
are separate entities, operating on an agency basis for a commission. 

The manufacturers 7 agent, like the broker, does not take title to 
goods, but he is to be distinguished from the broker in that he operates 
under a contijyjing contract and, in many cases, carries stocks and per¬ 
forms a warehousing service. His activity is also limited to a definite 
territory, and he is controlled as to prices and terms of sale by the 
manufacturer whose merchandise he sells. 

Manufacturers 7 agents usually represent two or more producers 
whose goods are noncompeting; thus they are able to maintain a desir¬ 
able volume of sales and avoid the variability incident to seasonally 
produced goods. The agent maintains a salesroom, in which sample 
lines may be displayed for the inspection of buyers, and salesmen cover 
the territory to which the agent is assigned. In the sale of manufactured 
consumers 7 goods the manufacturer’s agent is active in the distribution 
of grocery specialties, women’s and children’s clothing, dry-goods 
specialties—such as hosiery and lingerie—and notions, hardware, 
amusement and sporting goods, books, periodicals, and newspapers. 
In the hosiery, notions, furniture and house furnishings, and sporting- 
goods lines, the manufacturer’s agent sells mainly to retailers. In the 
sale of grocery specialties, women’s and children’s clothing, and hard¬ 
ware, the agent sells principally to the wholesaler. 

First among the circumstances that justify the employment of manu¬ 
facturers’ agents is the fact that small manufacturers of narrow lines of 
branded specialties, sometimes a single product, are not able to finance 
the expense of a separate sales force to cover the wide market in which 
they desire to sell. They want wide coverage, low cost of distribution, 
and intensive selling effort; and these the manufacturer’s agent can 
provide. By combining several noncompeting lines, the agent is able to 
spread selling cost over a large number of items and, at the same time, 
protect the competitive interest of his client. His service is superior to 
that of the broker, since he operates under a continuing contract, which 
enables him to build up good will for the product. Where stocks are 
carried, immediate deliveries can be made; where only a selling service 
is performed, drop shipments are made direct from the factory. Regular 
wholesalers and manufacturers’ sales branches (with stocks) operate 
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at considerably higher average costs than manufactured agents (with 
stocks) in the handling of manufactured consumed goods. Manufac¬ 
tured agents cannot provide all the services offered by the specialty 
wholesaler, but they do offer the prospect of lower buying prices for the 
retailer by operating at lower costs. 

Manufacturers with long lines may use the services of the manufac¬ 
turer^ agent in territory where trade is thinly spread so that it does 
not pay to install a sales branch. In such territory the manufacturer 
may operate a sales office (without stocks), but such an outlet will oper¬ 
ate at a disadvantage with a manufacturers agent who carries stocks 
available for immediate delivery. Manufactured agents flourish in 
Pacific Coast territory, where distance is a barrier to frequent contact 
with customers by salesmen of direct-selling manufacturers. 

Selling Agents 

The selling agency is an independently organized enterprise that 
performs important selling and financing services for producers. Selling 
agents are most active in the textile industry and in the sale of coal. 
Selling agents are not to be confused with manufactured agents. Both 
perform a selling service for a commission and do not take title to goods, 
but the powers of the selling agent are much broader. The activities of 
the selling agent in the textile industry will serve to illustrate the posi¬ 
tion of this type of agency in the distribution of manufactured con¬ 
sumed goods. 

The selling agent sells the whole output of several mills, from five 
to forty being common in the cotton textile industry. The manufac¬ 
turers agent sells only a part of the output of any single manufacturer. 
The selling agent sells a variety of differently styled goods of different 
mills; but, unlike the manufacturer’s agent, he also sells similar kinds 
and grades of cloth of competing mills. While the manufacturer’s 
agent is restricted as to territory and controlled by the manufacturer 
as to prices and terms of sale, the selling agent operates with much 
greater freedom. He sells in all the principal consuming markets, but 
chiefly in New York, which is the marketing center for the textile in¬ 
dustry in the United States. He has broad powers over selling prices 
and terms of sale and often enters into contracts with buyers without 
confirmation from the mill. In effect, the selling agent is the sales de¬ 
partment of the mill, whose executive gives his entire attention to 
production. 

Sales function. A salesroom is maintained by the agent in New York 
and salesmen cover the markets outside that city. Sales of gray goods 
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are made, from samples, to converters directly or through the cloth 
broker. The goods are shipped directly to finishing plants named by the 
converter, storage being performed by the mill or by the finishing plant. 
Agents may be given full control over prices and terms of sale or allowed 
to make contracts above a minimum price set by the mill. “Some agents 
report prices at which they can sell goods and ask the mill to accept or 
reject the business.” Selling agents also prepare promotional literature 
and place advertising in trade papers and magazines. 1 

Guidance of production. The agent advises the mill on quantities 
and kinds of cloth to produce and as to whether to produce for stock 
when the market is slow. He also is relied upon by the mill to adjust the 
difficult problem of deliveries so as to satisfy the demands of converters 
for quick delivery without undue increase in mill operating costs. The 
selling agent is an important factor in bringing out new designs. The 
more powerful agents have representatives in the different style centers, 
getting ideas for new designs. A laboratory is maintained for developing 
and improving designs, which are passed on to the manufacturer for his 
approval. The agent also advises the production manager on the rear- 
rangement of his technical facilities to produce a particular design 
demanded by a converter. 

Financing. The unique position of the selling agent in the textile 
industry arose out of the weak financial position of the small mills and 
their need for quickly converting accumulated stocks into money. The 
need for working capital was sometimes met by making direct loans 
against inventories. Agents frequently advance funds on accounts re¬ 
ceivable, and also endorse notes of mills, thus enabling them to borrow 
at lower rates. Agents also assist in the work of credit investigation and 
guarantee the collection of accounts from the mill's customers to whom 
they sell. These latter credit functions have now largely been assumed 
by factors, but the agents still help their clients in arranging for this 
type of financial assistance. 

The economic conditions that give rise to selling agents are implied 
in the foregoing discussion. The production units are for the most part 
small and widely scattered and concentrated geographically in the 
eastern and southeastern parts of the country. Their products are sold 
in every market and in markets that are sensitive to price and style 
changes. With this wide geographical distance between production and 
consuming centers, there is need for a selling agency that can act with 

1 For details of the activities of selling agents in the textile industry see Cox, 
op, cit Chaps. IX and X; also, Copeland and Leabned, op. cit. 
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speed and decision, without constant direction from the mill. There is 
also the comparative cost of trying to maintain a sales force for the 
output of a single mill, as against spreading the cost of a single sales 
force over the products of many mills. The selling agent operates on a 
flat commission of from 2 to 5 per cent. 

There is, too, the need for financing, which originally was the means 
by which the agent obtained his importance as a distributor. In some 
cases the financial interest of the agent has extended to the acquiring of 
part ownership in the mill whose products he distributes. Criticism has 
been made of the selling agent, that his interest is too exclusively in 
volume sales and not enough in maintaining a profitable price, that his 
salesmen are not too well trained, and that in times of stress he reduces 
his sales organization and makes more use of brokers. 

Other Types 

Buying syndicates . Buying syndicates for the purchase of depart¬ 
ment-store merchandise, especially women’s and children's ready to 
wear, have developed largely as a result of chain-store buying through 
central buying offices. Chains received price concessions on volume 
orders, which made it difficult for the smaller independent department 
stores to compete. That there were other reasons for the growth of these 
agencies will become apparent from subsequent discussion. Two general 
types of buying syndicate may be distinguished, the resident buyer 
and the buying group. 

Resident buyers . Three types of resident buyers are found in the 
New York market, which is the center for this kind of buying: (1) a 
buying office, owned and operated by one or more department or spe¬ 
cialty dry-goods and apparel stores and used exclusively by these stores; 
(2) a separately owned and operated independent buying office, operat¬ 
ing on a fee basis; (3) a separately organized buying office, operating 
on a commission basis. 1 Only the second and third types, which operate 
on an agency basis, need discussion here. The services performed by the 
store-owned buying office are essentially the same as those of the other 
two except for certain sales-promotional helps given to its retail owners. 

The independent buying office doing business on a fee basis generally 
represents the larger department and specialty stores, while the office 
working for a commission serves from a few to several hundred small 
stores scattered over the country. Fees charged by the former type run 
from a minimum of $50 to x /i per cent of sales of the store members. 

1 Delbert J. Duncan and Charles F. Phillips, Retailing Principles and Methods 
(Chicago: Richard D. Irwin, Inc., 1941), pp. 337-338. 
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Commissions (3 per cent is a common figure), on the other hand, are 
paid to the buying office by the vendors (manufacturers or their agents 
and converters). No contractual agreement exists between the com¬ 
mission buyer and the retailer. A retail buyer may shift from one com¬ 
mission buyer to another, while the relation of the retailer to the buying 
office operating on a fee basis is more permanent. 1 

Whether operating on a fee or on a commission basis, the resident 
buyer performs about the same services. The larger offices maintain a 
corps of merchandise specialists, who acquaint themselves with the 
offerings of vendors, style trends, and prices. When the retail store 
buyer comes tfPthe New York market, the services of these specialists 
are at his disposal. One of these experts will accompany the buyer on 
his round to the different salesrooms and give advice on selection of 
merchandise and priced. The resident buyer also provides office space 
and stenographic help for visiting buyers. 

Resident buyers may help, besides, in organizing buying groups 
among their clients to buy specific items on which they may obtain 
price concessions or exclusive style features from the vendors. The 
larger offices may buy in this way such staple lines as blankets, towels, 
sheets, and pillowcases. 

When the store buyer is not in the market, as is the case most of the 
time for the smaller stores, the resident buyer furnishes information on 
the style, quality, and price of goods being offered. On the basis of this 
information, the store may buy through the resident buyer. The store 
also makes use of the resident buyer for fill-in orders. He aids in getting 
adjustments from vendors and m expediting deliveries. Small shipments 
moving to different stores in the same market may be consolidated at 
the direction of the resident buyer, to save freight. Goods move direct 
from the vendor to the retailer, who is billed for the merchandise. On 
staple items frequently bought by retailers some resident buyers oper¬ 
ate as wholesalers, carrying stocks and making sales to retailers. 2 

Buying groups. The buying group is a separately organized com¬ 
pany operated by a group manager with the help of several marketing 
specialists. The group is made up of from 4 to 80 of the larger stores 
located in cities of 75,000 population or over. 3 As we have seen above, 
the resident buyer may also organize a buying group. The procedure 
in either case is much the same. 

1 Ibid., p. 338. 

2 Malcolm P. McNair, Edmund P. Learned, Stanley F. Teele, et alProblems in 
Merchandise Distribvtion (New York: McGraw-Hill Book Company, Inc., 1942), p.616. 

8 JWd. 



AGENTS AND BROKERS 


295 


The group manager, with the aid of his assistants, assembles in the 
sample room of the group headquarters samples of the different offer¬ 
ings of the vendors (manufacturers, or their agents, and converters). 
The retail store buyers in the market, acting as a committee to repre¬ 
sent the group, select the merchandise to be bought. 1 Each retail buyer 
is pledged to take a minimum quantity of goods thus selected, and each 
store places its individual order with the manufacturer. Goods are pur¬ 
chased from “preferred resources,” who agree to give lowest wholesale 
prices. 

Orders of the different buyers may be pooled in order to get more 
favorable prices on specific items, which are mostly of a staple char¬ 
acter. Pooling orders for purchase through the syndicate manager is 
referred to as “central buying” and is analogous to the central-buying 
operations of chain stores. The group buying office is supported by fees 
charged to the members. 

Objections to group buying on the part of the retailer derive largely 
from the fact that it weakens the authority of the individual store 
buyer. He may fail to cooperate in placing his order for the agreed mini¬ 
mum quantity and so weaken the bargaining position of the group. 
Local differences in demand for particular kinds of goods may also make 
it difficult for some stores to dispose of goods bought by the group. 

From the vendor’s point of view, group buying is objectionable be¬ 
cause it forces him to make price concessions. This, in turn, reacts upon 
the quality of goods delivered. There is a considerable credit hazard in 
selling to many small retailers as compared to selling to the wholesaler, 
and packing and shipping costs on many small orders is a burden to 
both manufacturer and retailer. 

In spite of these objections, syndicate buying of department-store 
merchandise has been on the increase. It is obvious that this type of 
buying is another means by which the services of the wholesaler are 
dispensed with. The decline of the general-line dry-goods wholesaler is, 
in part, traceable to syndicate buying of staple goods. In the sale of 
apparel and other finished products made from fabrics it is apparent, 
from the data of Table 69, that manufacturers have sold an increasing 
share of their output direct to retailers since 1929. Syndicate buying 
has no doubt facilitated this shift. 

Export agents . While our concern is with domestic markets, atten¬ 
tion is directed to the presence of functional middlemen in foreign trade. 
Export agents are functional middlemen who specialize in the purchase 

1 A two-thirds majority is necessary to a decision. (Duncan and Phillips, op. cit. t 
p. 340). 
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of goods for, or the sale of goods to, foreign buyers. They include export 
commission houses, export agents, and export brokers. Located in this 
country, they represent foreign buyers of American products. In ad¬ 
dition to performing a buying service, they furnish their clients with 
information and arrange for the proper shipping and insurance of mer¬ 
chandise abroad. They may also act for American exporters, who con¬ 
sign goods to them for sale abroad or use their services to obtain infor¬ 
mation. These houses specialize in markets rather than in commodities. 1 

Import agents. Import agents include commission merchants, manu¬ 
facturers’ agents, and selling agents who represent foreign sellers in the 
domestic maittt. In addition to selling, they attend to customs formal¬ 
ities. A single selling agent may represent several small manufacturers, 
the volume of any one of whose imports is too small to justify setting 
up a sales organization in this country. 

QUESTIONS 

1. Describe the functions of the broker. 

2. What economic factors justify the service of the broker? 

3. Why does the small manufacturer or packer make use of the broker? 

4. Why does the large-scale manufacturer or wholesaler use the broker? 

5. Under what conditions may the broker in the consumer-goods market trade 
on his own account? 

6. How does the commission merchant differ from the broker? 

7. Why is so much of the processing in the textile trades done on a commission 
basis? 

8. What services does the manufacturer’s agent perform that could not be fur¬ 
nished by the broker or the commission firm? 

9. What is the relation of the service of the manufacturer’s agent to the service 
of the wholesaler and the jobber? 

10. How does the selling agent differ from the manufacturer’s agent? 

11. What economic factors explain the presence of selling agents in the commodity 
markets? 

12. Distinguish two kinds of buying syndicates and tell how they are organized. 

13. What marketing agencies use the services of the buying syndicate and what 
economies do they hope to realize? 

14. Who use the services of export agents? Import agents? 
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CHAPTER XVI 


THE MARKETING OF INDUSTRIAL GOODS: 
AGENCY STRUCTURES 

The marketing of industrial goods 1 is deserving of separate considera¬ 
tion because the classes of goods handled, in the main, are distinct from 
consumers’ goods; they move to different classes of buyers, and in these 
markets are found distributing agencies that operate only in industrial- 
goods lines. The industrial-goods markets, as will appear later, have 
economic characteristics that set them off from the markets for con¬ 
sumers’ goods. The great volume of goods moving through the indus¬ 
trial market also justifies attention to this segment of the marketing 
economy. In 1935, 51.3 per cent of all goods marketed at wholesale 
went to industrial and institutional consumers. Of goods produced in 
factories, 44.4 per cent were sold to industrial buyers. 2 

Scope of the Industrial Market 

The scope of the industrial market may be indicated in terms of the 
different classes of products sold and the classes of buyers who use these 
products. Industrial goods approximate closely those goods which the 
economist refers to as “producers’ goods.” They include all the various 
kinds of materials and supplies, machinery and equipment bought and 
used by processors, service industries, and institutions for the produc- 

1 The Committee on Definitions of the American Marketing Association recom¬ 
mended the use of the term “business goods” on the ground that a number of the 
articles included in the classification, such as office supplies and equipment, hand 
tools, and many of the goods sold to institutions are not strictly “industrial.” It 
does not seem to the authors that the term “business goods” entirely removes the 
difficulty, while the term “industrial goods” is well understood among those who deal 
in these markets. 

2 Estimates of Theodore N. Beckman in “Size of the Industrial Market,” the 
Journal of Marketing , July, 1939, pp. 36-37. The estimate of total marketings 
includes “goods from factories, farms, mines, quarries, oil wells, forests, fisheries, 
hunting and trapping, and imports from abroad.” The values are “f.o.b. point of 
production or import, hence include no margins for marketing agencies nor the costs 
of transporting the goods.” When the estimate was based on the total value of trans¬ 
actions (sales), Beckman found that industrial goods were 24.3 per cent of the total 
volume of trade. 
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tion of goods and services. While some of these goods, such as hand 
tools, typewriters, stationery, ventilating fans, etc., find their way into 
the retail store, the marketing of industrial goods is essentially a whole¬ 
sale operation. The product moves from producers and processors direct 
to industrial users, or through wholesalers and special sales agencies to 
industrial and institutional buyers. 

CLASSES OF PRODUCTS 1 

Primary materials . These include basic raw materials that enter 
into all processes of production—iron ore, copper, lead, raw cotton, 
hides, wool, wheat, crude petroleum, etc. Because they constitute a 
separate and distinct group, with special types of marketing agencies, 
the discussion of the agricultural raw materials is reserved for separate 
treatment, along with other products of agriculture (see Chapters 
XVII to XX). 

Fabricating parts . These are manufactured parts or assemblies that 
are used without change in the finished product. The automobile manu¬ 
facturer purchases frames, gears, bearings, ignition equipment, bodies, 
and other essential parts, which are assembled into the finished product. 
Such parts are generally made under contract by other manufacturers. 
They may be standardized and unbranded or sold under the parts 
manufacturer’s brand. 

Fabricating materials . These are materials which have gone through 
a preliminary processing and which will be subjected to further manu¬ 
facturing operations before they become part of the finished product. 
Metal castings, metal sheets and tubes, wire, lumber, leather, yarn, and 
cloth are examples of fabricating materials. 

Process materials . Materials which are used in a process of manu¬ 
facture and which lose their identity, owing to chemical change or to a 
physical merging with the product, are in this class. Most industrial 
chemicals, dyes, bleaching powders, starch and clay fillers, molding 
powders, fluxing materials, and perfumes used in soap manufacture are 
good examples. 

Packaging materials. In this group are included all types of con- 

1 Based on Robert F. Elder, Fundamentals of Industrial Marketing (New York: 
McGraw-Hill Book Company, Inc., 1935), pp. 4-5. See, also, Melvin T. Copeland, 
Principles of Merchandising (New York: McGraw-Hill Book Company, Inc., 1924), 
Chap. V; and Industrial Marketing , Harvard Business Reports, Vol. 9 (New York: 
McGraw-Hill Book Company, Inc., 1930). Elder's classification is based on Cope¬ 
land's. 
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tainers and all wrapping materials used for the protection of the product 
or for display purpose. 

Major equipment or installations. Grouped together in this class are 
heavy process machinery, machine tools, heating and ventilating sys¬ 
tems, elevators, and conveyor systems— i.e. equipment which involves 
a capital expenditure and which has a fairly long life. 

Accessory equipment. Under this heading are classed items of lighter, 
cheaper equipment, which has a shorter life and which helps major 
equipment to function or facilitates the general operation of the plant. 
Small tools, jigg and dies, ventilating fans, small motors, safety devices, 
fire-fighting equipment, small trucks for internal transportation, and 
all office equipment are good examples. 

Operating supplies. These are materials that are necessary to the 
maintenance of the plant, the generating of heat and power, and the 
functioning of the processing machinery. They disappear in the process 
of use but, unlike fabricating materials, do not become a part of the 
finished product. Under this head belong coal, lubricating oil and 
greases, mops and brooms and cleaning compounds, and office sup¬ 
plies—including stationery, writing materials, typewriter ribbons, and 
filing systems. 

Services. Most industrial consumers, even those of large size, pur¬ 
chase rather than produce such necessary services as electric current, 
gas, water, and telephone service. 


THE MARKET FOR INDUSTRIAL GOODS 

Though it is not so broad as the consumer market, the market for 
industrial goods includes all the extractive and processing industries, 
the construction industry, the transportation industries, the service 
industries (hotels, restaurants, theaters, laundries, etc.), the institu¬ 
tional market, which includes all public and private institutions, all 
commercial enterprises such as wholesale and retail establishments 
that are in the market for equipment and supplies, and public utilities. 

The institutional market, which is here included as part of the in¬ 
dustrial market, absorbs great quantities of consumers’ goods. Broadly 
construed, this market comprehends the service industries, and there 
is ample justification for a discussion of this market apart from both 
the industrial and consumers’ goods markets. It is included with the 
industrial market because institutions purchase for resale. Purchasing 
by institutions is an organized function carried on by a trained per- 
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sonnel, and institutions do buy much equipment and large quantities 
of supplies, as well as requiring a large use of services. 

As has already been noted, about 44 per cent of the output of manu¬ 
facturing industries is sold to buyers of industrial goods. The indus¬ 
tries that provide these goods are also the chief users of them—a fact 
that gives a unique character to the industrial-goods market. The dis¬ 
tinguishing economic characteristics of the market arise largely from 
this condition. 


Economic Characteristics of the 
Industrial Goods Market 1 

INELASTIC DEMAND 

The demand for industrial goods is derived from the demand for 
finished goods. Lower prices for machinery or for fabricating parts is 
no inducement for a manufacturer to purchase if the market for his 
finished product is declining. Likewise an increase in the price of ma¬ 
chinery or equipment is no deterrent to purchase, provided that his 
market is expanding. The cost of capital equipment is so small a part 
of the total cost of production of most manufactured goods that changes 
in the prices of these goods are not sufficient in themselves greatly to 
affect demand. It follows from this that the capital-goods industries 
are highly sensitive to changes in general business conditions. In times 
of business depression, since reduction in price does not avail to main¬ 
tain demand, adjustment is made in terms of greatly reduced volume of 
output. Production in these industries is subject to great variability. 

A distinction needs to be made between the effect of changes in 
general business conditions on capital-goods markets, on the one hand, 
and on the materials markets on the other. Materials that enter into 
the production of staple consumer goods, like the raw materials of 
agriculture, continue in demand in times of business depression, but 
since there is little or no control over supply, the adjustment of pro¬ 
ducers to the market is in terms of price decline. In the markets for 
basic metals where the number of producers is smaller and production 
is not governed so much by natural factors, the situation is analogous 
to that in the capital-goods industries; production is curtailed and 
price decline is not so drastic. It is in these markets that the incentive 
to price control through associative action is most prevalent. 2 

1 Elder, op . cit. y Chap. I. 

2 Temporary National Economic Committee, Monograph No. 1, Price Behavior 
and Business Policy (Washington, D. C.: Government Printing Office, 1940). 
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RATIONAL BUYING MOTIVES 

The purchase of industrial goods, in contrast to most consumer- 
goods purchasing, is motivated by rational considerations. In the case 
of machinery purchases, the ability of the machine to lower manufac¬ 
turing costs is obviously a most powerful factor. Lower costs may be 
realized through greater productivity or through longer life and lower 
depreciation charges. Flexibility of performance and ease of adjust¬ 
ment and of operation are additional incentives to purchase. The pro¬ 
tection of employees may dictate the purchase of safety equipment; 
the preferenq^)f office workers for certain types of equipment may also 
be considered, as a means of improving personnel relations. Packaging 
materials that will display the product to better advantage and help 
to promote sales will J^e preferred. 

Certain patronage motives are also present to influence the profes¬ 
sional buyer, the most powerful of these being price. Especially on 
standardized equipment and supplies, in which the quality of product 
of different suppliers is much the same, price is a deciding factor. Re¬ 
liability of the vendor, as evidenced by past performance or by his rep¬ 
utation for maintaining quality of product, for being prompt with 
deliveries, or fair in making adjustments, also carries weight with the 
buyer. Particularly in the sale of machinery and equipment, the ability 
and willingness of the seller to perform service on the product is im¬ 
portant. This service may be of an advisory character or it may be that 
of maintaining an expert repair and replacement service. For miscel¬ 
laneous supplies and equipment it may take the form of carrying a 
complete inventory and of making prompt deliveries. 

Industrial buying is not without its nonrational motives, such as 
favoring a family connection or bowing to the dictates of a powerful 
director but, in general, rational considerations prevail. That this is so 
is attributable in the main to the use*to which industrial goods are put; 
they are bought not to satisfy a personal desire or to give emotional 
satisfaction but in order to further the work of production. A second 
explanation is that purchasing is in the control of expert buyers, who 
make a profession of knowing the products and the markets in which 
they deal. These buyers may be purchasing agents or major executives 
of the company, or a committee charged with the purchase of important 
equipment. The contrast between this type of buying and that done by 
the average consumer is sufficient explanation of the emphasis on ra¬ 
tional buying motives in the markets for industrial goods. These mo¬ 
tives are reflected in the advertising done by manufacturers of indus¬ 
trial goods in trade papers. 
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CONCENTRATION OF INDUSTRIAL MARKETS 

The market for industrial goods is in marked contrast to the con¬ 
sumers' goods market in the degree of concentration that prevails. 
While consumers' goods marketing concentrates largely in the urban 
centers, much of the demand is scattered throughout the country in 
the rural and small-town areas. Concentration in the industrial market 
has three important aspects: (1) geographical concentration, (2) con¬ 
centration of demand by size of purchasing unit, and (3) concentration 
of demand for particular kinds of goods within industries. 

Geographical concentration . Most of the manufacturing capacity of 
the country is located in that section of the United States which is east 
of the Mississippi and north of the Ohio and Potomac rivers. The only 
important manufacturing section outside this area is on the Pacific 
Coast. In the northeastern section are found most of the producers and 
most of the users of industrial goods. This close juxtaposition of pro¬ 
ducer and user has important consequences for the type of distribution 
that prevails. A further measure of the geographical concentration of 
manufacturing is found in the fact that 75 per cent of the manufactur¬ 
ing establishments in the country in 1937 were located in 331 of the 
3,070 counties in the United States. 1 

Concentration of demand by size of unit. In the census of manufac¬ 
tures it appears that only 5.2 per cent of the total number of establish¬ 
ments produced 78.2 per cent of the value of all manufactured products 
in 1939. Table 77 is evidence of the degree to which production was 
concentrated in a relatively small number of large companies. This 
type of concentration is somewhat more significant for the use than for 
the production of industrial goods. Demand for many classes of indus¬ 
trial goods is concentrated in a relatively small number of enterprises. 

Concentration of demand by industries . This is an aspect of the char¬ 
acter of the demand for industrial products. For certain classes of 
goods, notably accessory equipment, hand tools, supplies, some process 
materials, packaging materials, and services, demand is diffused widely 
over many different types of industry. 2 For other kinds of goods, es¬ 
pecially machinery and heavy equipment, fabricating parts and mate¬ 
rials, some process materials and primary materials, demand is concen¬ 
trated in particular industries. Examples of this type of demand are 
found in the petroleum industry, textile industry, coal mining, con- 

1 Release of the U. S. Department of Commerce, Mar. 25, 1940. 

3 Elder refers to this type of demand as “horizontal.” Where demand is concen¬ 
trated in one industry or group of related industries, demand is “vertical" ( op.cit. f p. 10). 
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struction industry, etc. For the above classes of goods the vertical type 
of demand is by far the most important and these goods constitute the 
greater part of the value of all industrial goods. The presence of these 
two different types of demand has important consequences for the 
methods of distribution used in each case. 

It follows from what has been said of the degree of concentration that 
prevails that the demand for industrial goods originates in a relatively 
small number of customers whose unit of purchase is relatively large . In 


TABLE 77.—SUMMARY FOR MANUFACTURING ESTABLISHMENTS 
CLASSIFIED AS TO SIZE BY VALUE OF PRODUCTS, 1939* 


Size class 

Number of 
establish¬ 
ments 

Percentage 
of total 

Value of 
products 

Percentage 

1 of total 

Total. 

184,230 

100.0 

$56,843,024,800 

100.0 

S 5,000-$ 19,999. 

60,593 

33.0 | 

680,777,195 

1.2 

$ 20,000-$ 49,999. 

42,083 

22.8 ! 

1,353,675,907 

2.4 

$ 50,000-$ 99,999. 

25.490 

13.8 

1,811,463,114 

3.2 

$ 100,000-$ 249,999. 

24,718 

13.4 

3,920,974,218 

6.9 

$ 250,000-$ 499,999. 

13,066 

7.1 

4,626,937,164 

8.1 

$ 500,000-$ 999,999. 

8,706 

4.7 

6,110,939,418 

10.7 

$l,000,000-$2,499,999. 

6,088 

3.3 

9,298,229,620 

16.4 

$2,500,000-$4,999,999. 

2,013 

1.1 

6,918,926,645 

12.2 

$5,000,000 and over... 

1,473 

0.8 

22,121,101,519 

38.9 


* United States Department of Commerce, Biennial Census of Manufactures, 1939, Vol. I, p. 182. 


this respect, again, the industrial market contrasts sharply with the 
market for consumers’ goods. The small number of customers for cer¬ 
tain kinds of equipment makes it possible for the supplier to call on 
every user and to establish close personal contact. The large unit of 
purchase also makes for a direct relation of seller and buyer, in that the 
cost of direct sale can be borne by the larger unit. The business of con¬ 
tract negotiation is of considerably greater importance in the purchase 
of industrial goods, both because of the large values involved and be¬ 
cause of the fact that many goods are bought on specification. 

INFREQUENCY OF SALES 

Large units of purchase, when they take the form of machinery or 
special equipment, may have so long a life that purchase for replace¬ 
ment may be deferred for extended periods of time. The problem of 
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keeping contact with a customer who is out of the market most of the 
time is not uncommon in the sale of industrial goods. Often the gap is 
bridged by the sale of supplies and repair parts. Materials and supplies 
are frequently bought on a contract basis, with deliveries over a period 
of time. 


RECIPROCAL BUYING 

Reciprocal buying is a practice peculiar to the industrial market. 
Essentially, it results when a company buys from another firm, on the 
understanding that the company from which it purchases will buy the 
product of its customer. An automobile manufacturer who buys steel 
sheets will favor with his order the steel manufacturer who buys his 
trucks. A coal-mining company that buys transportation will route its 
tonnage as far as possible over the railroad that buys its coal. Sales of 
equipment and supplies are particularly affected by this practice. 

Reciprocity in buying is not of itself harmful, but as actually carried 
on it often results in patronage being given to the product of certain 
suppliers, regardless of the differences in quality and price that would 
govern in the case of an ordinary contract. This is reflected in increased 
costs and lower quality of products. The existence of interlocking direc¬ 
torates is one explanation of this practice. In the endeavor to cultivate 
as many potential customers as possible, purchase orders are divided 
to the point where the unit of purchase is uneconomical. The morale of 
the sales force is adversely affected, since orders are obtained on other 
grounds than the representation made by the salesman of the true 
merits of the product. Small firms are at a disadvantage when such a 
system prevails, because their purchases are so small as to give them 
little bargaining power. 

Channels of Distribution 

Three types of distribution are found in the sale of industrial goods: 
(1) direct sale by the manufacturer from the factory or through his 
sales branch to the industrial user or institutional buyer; (2) sale 
through wholesalers who carry stocks and take title to the goods that 
they handle; (3) distribution through agents and brokers (functional 
middlemen), who operate on a commission basis. The latter two meth¬ 
ods are generally referred to as “indirect” distribution. 

DIRECT SALES 

Approximately 78 per cent of all industrial goods made by manufac¬ 
turers in 1935 were sold direct from the factory or through the manu- 
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facturer’s sales branch. 1 Direct methods of sale are used particularly in 
the distribution of machinery and heavy equipment, fabricating parts 
and materials, and process materials. Reasons for the prevalence of 
direct sale for these products derive from the economic characteristics 
of the market already described. Geographical concentration and the 
relatively small number of customers among whom the great part of 
demand is divided facilitate direct contact and, indeed, make it ad¬ 
visable. The large unit of sale, and the fact that parts and materials 
are often bought on a contract that runs for a year make the problem 
of distributing selling costs to individual orders relatively easy. 

Much macmnery and heavy equipment are made to order for indi¬ 
vidual buyers, or standard designs are modified to meet their needs. At 
every point there is frequent demand for consultation and for engineer¬ 
ing advice and serviccfin the process of negotiation and after the sale 
has been made and the machine has been installed. The buyer looks to 
the supplier to demonstrate satisfactory performance and to give ex¬ 
pert repair service after operation gets under way. The factory sales¬ 
man and his engineering assistants are logically the ones to make the 
most effective contact with the prospective purchaser. Manufacturers 
of industrial equipment are also of the opinion that through direct con¬ 
tact they are in the best position to keep the customer informed on the 
latest developments in machine design and to educate him to the use of 
the most effective methods. Since most orders originate with large, well- 
financed companies, the problem of credit extension is simplified. As 
will appear later, there are important exceptions to the direct method 
of selling in the machinery trade, but for the reasons given above direct 
sales in this field predominate. 

Manufacturers who sell direct often maintain sales branches at 
strategic locations, in order to give better service to buyers who are 
remote from the factory location. These branches carry warehouse 
stocks, except for the heavier types of machines, maintain a sales force, 
and give engineering service. The importance of the branch in making 
sales of particular kinds of industrial goods is indicated in Table 78. 
It should also be noted that manufacturers may sell direct in certain 
areas where trade is concentrated and distribute through agents in 
areas where there is not sufficient volume to justify the operation of a 
branch. Difficulties of administration may also make advisable the use 

1 Beckman, estimate ( op . cit ., p. 37). The corresponding figure for 1929 is 82.5 
per cent, Fifteenth Census, Wholesale Distribution , Summary for the United States 
pp. 34-35. 
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by an eastern manufacturer of agents on the Pacific Coast, rather than 
the operation of a branch or direct sale from the factory. 

SALE THROUGH MERCHANTS 

Three distinct types of distribution through merchants prevail: (1) 
Sale through merchants who sell a wide line of industrial goods to many 
types of buyers; they are referred to by the census as “industrial dis¬ 
tributors,” 1 and are known in the trade as “mill-supply houses.” The 
general hardware wholesaler is also of this class. (2) Sale through mer¬ 
chants who handle a single type of merchandise sold horizontally to a 
variety of buyers; in this class are specialty jobbers or wholesalers 
handling steel, chemicals, paper, and electrical goods. (3) Sale through 
merchants who handle one or several related lines sold vertically to a 
single industry, such as the distributor of farm machinery, the oil-well 
supply house, etc. 

The industrial distributor . 2 The industrial distributor, or mill-supply 
house, is peculiar to the industrial market. This organization buys a 
general line of industrial equipment and supplies from manufacturers 
and sells to industrial users. In this respect the industrial distributor is 
unique in the wholesale market since, unlike the regular wholesaler, he 
sells to the user and not to a retailer for resale. While there is evidence 
of some small operators who do business on a drop-shipment basis, it is 
characteristic of the mill-supply house to maintain a warehouse in 
which large inventories of a wide variety of goods are carried. The num¬ 
ber of different items may run as high as 25,000. The mill-supply house 
in the industrial market is closely analogous to the department store 
in the consumer’s goods market. It assembles a stock of goods from 
many widely scattered sources of supply and makes this stock available 
at a convenient location for immediate delivery to many different in¬ 
dustrial users. 

The importance of the mill-supply house in servicing small manufac¬ 
turing establishments is evidenced by the fact that in the United States 
in 1939, 89 per cent of the manufacturing units had an annual produc¬ 
tion of less than $500,000.* So, too, there are many small producers of 
equipment and supplies whose volume is not sufficient to justify a 
separate sales force and who find it economical to sell through the in¬ 
dustrial distributor. Likewise these small units, which do not buy in 
sufficiently large quantities at any one time to make direct purchase 

1 The census also includes in this category those wholesalers listed here under 3. 

2 John H. Frederick, Industrial Marketing (New York: Prentice-Hall, Inc., 
1934), Chaps. IX and X. 

* U. S. Department of Commerce, Biennial Census of Manufactures , 1939. 
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from the manufacturer attractive, look to the mill-supply house for a 
considerable part of their needs. A list of the types of products 
handled by industrial distributors is as follows: 1 


Power-transmission equipment 
Small tools and supplies 
Portable electric tools 
Automotive supplies 
Machine tools 
Aviation supplies 

Power-plant and pumping equipment 
Oil-well equipment and supplies 


Heavy hardware 
Shop supplies 
Electrical supplies 
Materials-handling equipment 
Plumbing and heating supplies 
Contractor’8 supplies 
Iron and steel products 
Mine equipment and supplies 


The services of the industrial distributor may be summarized as fol¬ 
lows. He performs a purchasing and assembly function that greatly 
economizes the time and effort of his customers, who might otherwise 
be compelled to establish direct contact with manufacturers. He car¬ 
ries a large inventory available for immediate delivery. This service is 
particularly important in an emergency, when certain supplies or re¬ 
placement parts are in urgent need. The warehouse makes prompt 
deliveries to customers by truck in the local territory that it serves. 
The distributor maintains a sales force that calls regularly on custom¬ 
ers. Such calls are made more frequently than is possible for salesmen 
representing the manufacturer. A catalogue service is provided for the 
convenience of customers. The catalogue lists the products of many 
manufacturers and is an invaluable source of information on product and 
price for the buyer. The distributor finances a large warehouse stock and 
extends credit to customers. Sales expense is spread over the great number 
of products listed in the catalogue and represented by the salesman. 

Some degree of specialization is evident in the operation of the mill- 
supply house, in that it is located adjacent to the users of its product 
rather than in a general wholesale-trade center. Mill-supply houses in 
North Carolina specialize in the needs of the textile industry, those at 
Pittsburgh cater to the iron and steel and coal-mining industries, others 
in Grand Rapids to the woodworking and furniture industry, but all 
handle a general line of supplies. 

Manufacturers of equipment and of power-driven hand tools and 
branded merchandise who are aggressively trying to build a market 
are often critical of the distributor, on the ground that the distributor's 
salesmen are order takers rather than salesmen, that they are not suf¬ 
ficiently well trained in the technical aspects of the merchandise, and 
that they cannot possibly give the proper amount of attention to any 

1 Quoted from Frederick, op . til, p. 147. 
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single line because of the great number of products handled. The criti¬ 
cism is made, too, that the distributor does not reach the large buyer 
and does not give proper service to industrial users on repair parts. 

These difficulties may be met by the manufacturer in a variety of 
ways. The distributor may be induced to handle the manufacturer’s 
product on an exclusive-agency basis, and thus be furnished with in¬ 
centive for additional selling effort. Often the manufacturer is com¬ 
pelled to undertake direct distribution to large users who customarily 
do not buy from the distributor. The manufacturer may also use mis¬ 
sionary salesmen in the distributor’s territory, to help in originating 
orders for his product and to assist in training the distributor’s sales force. 

The general hardware wholesaler , who is grouped among the industrial 
distributors, sells typically to retailers and acts as a distributor of those 
industrial goods—hand tools and portable power-driven tools, builder’s 
hardware, rope, chain, nuts and bolts, paint, glass, etc.—which are 
sold to consumers through retail stores. The larger wholesalers also 
maintain industrial departments that handle heavier equipment and 
supplies and operate in much the same manner as a mill-supply house. 

Wholesalers handling a single line. This type of wholesaler special¬ 
izes in a single commodity line, and often within the commodity line. 
He buys from mills and manufacturers and sells to industrial users, to 
contractors and builders, and to retailers. These companies may operate 
locally or over a wide territory through branches. Like the distributor, 
the jobber maintains a stock of goods in which he has invested his capi¬ 
tal, makes motor-truck deliveries, maintains a sales force, and extends 
credit to customers. 

The steel warehouse, or steel jobber, is typical of this class of dis¬ 
tributor. The warehouse buys in carlots from the mill, and cuts and 
sometimes shapes the steel to suit the needs of its customers. The 
warehouse serves mostly small-order business or the emergency needs 
of larger operators. Its ability to make prompt delivery and to meet the 
special demands of its customers gives it a place in the trade in com¬ 
petition with the mill. Warehouse prices are higher than mill prices, 
but the average size sale is much less than a carlot, more service is 
given and credit terms are more generous to the small buyer. The steel 
warehouse may specialize in the sale of structural shapes, steel sheets, 
or pipe. 

Paper wholesalers deal in many kinds of paper, selling printing papers 
to publishing companies, selling office stationery to purchasing agents 
of industrial and commercial companies, and making sales to other 
wholesalers and retailers. The paper wholesaler may also act as the 
selling agent for the entire product of a mill; or he may specialize in the 
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handling of particular kinds of paper, such as stationery and stationery 
supplies, wrapping paper, and wallpaper. 

Industrial chemicals are sold, to some extent, by local jobbers to 
industrial users. More significant is the electrical-goods wholesaler, 
who is quite important in the distribution of wiring equipment and 
fixtures, small motors, ventilating fans, and electrical appliances, in¬ 
cluding refrigerators and washing machines. These latter items fall 
within the class of consumers’ goods and are sold through retailers. The 
electrical-goods wholesaler issues a catalogue and services small indus¬ 
trial buyers, contractors, and the institutional trade within its line, in 
much the same manner as the mill-supply house does for its more 
general line . 1 Many other special-type jobbers and supply houses can 
be found, especially in the institutional field. Service to small buyers 
and prompt delivery, with intensive coverage of the commodity line, 
are the basic principles upon which this type of business succeeds. 

Merchants selling one line or related lines to a single industry. In 
some respects, this type of distributor is analogous to the industrial 
distributor, or mill-supply house, since he locates his warehouse in close 
proximity to the users of his product line. Unlike the mill-supply 
house, however, the inventory is limited to the needs of a single 
industry, and these organizations sell in a vertical market. These 
houses sell machinery, equipment, and supplies; examples are found 
in the farm-machinery trade, in oil-well supply houses that service 
the oil extraction and refining industry, mining equipment and supply 
houses, organizations selling construction equipment and supplies, 
dental supplies, plumbing, heating and ventilating equipment and 
supplies, and marine hardware. 

Complete stocks are carried in warehouses; salesmen are trained 
in the technical aspects of the products handled and are, in general, 
more expert than the sales force of the mill-supply house; large as well 
as small buyers are served; and credit is extended. In the construction 
and contractors field, much equipment is rented rather than sold. 
Many special operating practices characterize the different trades, but 
limitations of space prevent further detailed discussion of them. 

SALE THROUGH AGENTS AND BROKERS 

Brokers . The broker is important in the purchase and sale of 
primary materials and of some fabricating materials and supplies, but 
otherwise is not significant in the industrial market. Further attention 
will be given to the operations of the broker in the discussion of the 

1 Charles McKew Parr, “Why the Middleman?” Journal of Business of the 
University of Chicago t January, 1944, pp. 23-36. 
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marketing of agricultural raw materials. It is sufficient here to say 
that the broker does not take title and does not handle the products 
in which he deals. He may act for either buyer or seller; and he is 
employed because of his expert knowledge of the market, of sources of 
supply, potential buyers, grades, and prices. 

Manufacturers* agents . The manufacturer’s agent is in business for 
himself, to provide an expert selling service for the manufacturer. The 
agent sells part of the output of the manufacturer in a limited territory 
in which he has exclusive rights. The territory may be restricted to a 
single city jjg may extend over several states. The agent sells a 
limited line of related but noncompeting products of several manu¬ 
facturers. He has no control over prices and terms of sale and 
typically does not carry stocks, shipments being made from the manu¬ 
facturer to the customer. The agent maintains a sales force and sells 
on a commission basis. Agents are important in handling small tools 
and supplies, portable electric tools, heavy hardware, shop supplies, 
electrical supplies, and plumbing and heating supplies. 

It will be noted that many of these lines are the same as those 
carried by industrial distributors. The manufacturer of a specialty 
product who is concerned to do an aggressive job of selling will often 
prefer to use the services of an agent rather than to rely on the salesmen 
of the distributor. With a smaller line of products, a protected 
territory, and the incentive of earning commissions, the manufacturer’s 
agent is able to do a more expert job of selling. 

In the field of equipment and supplies, many of the manufacturing 
units are small and do not have sufficient volume or length of line to 
warrant the maintenance of a sales force that could cover the wide 
territory in which their products have a potential use. The manu¬ 
facturer’s agent is the answer to this problem. Even the large manu¬ 
facturer who is able to do direct selling may often engage the services 
of an agent in territory where the volume of business is not sufficient 
to justify the establishing of a branch. When sales volume declines 
generally, agents are often substituted for branches in order to reduce 
selling costs. The agent carries his own overhead and gets paid only 
as he makes sales. The overhead expense of the branch must be met, 
regardless of the volume of sales. The operations of the manufacturer’s 
agent have been criticized on the ground that the agent at times takes 
on too large a line or tries to cover too large a territory. There is also 
the temptation for the agent to push those products on which the 
commission is attractive, to the neglect of those which give a small 
return or which are hard to sell. 

Machine-tool dealer. The machine-tool dealer is a special type of 
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manufacturer’s agent, operating in the machine-tool trade. Like the 
ordinary agent, he sells noncompeting lines of machine tools of several 
manufacturers in a territory in which he has exclusive rights of sale. 
He does not carry a stock. He represents the seller and is paid a 
commission for his services. Unlike the regular agent, the machine- 
tool dealer is solicitous of the technical demands of his customer and 
provides engineering service to survey the customer’s need for a par¬ 
ticular type of machine. The dealer’s prestige with the customer is 
often greater than that of the manufacturer whom he represents. The 
dealer supervises the installation of the machine that sells and checks 
its performance. He often maintains expert repairmen, available to 
the customer, who might otherwise have to wait for service from the 
distant factory. 

The machine-tool dealer generally guarantees the credit of his 
customer and thus relieves the manufacturer of any credit risk. His 
salesmen are expertly trained and generally have the confidence of the 
buyers with whom they deal. Manufacturers of machine tools sell 
about 40 per cent of their output through dealers. Where a long line 
is manufactured, and in areas where trade is dense, direct sales are 
made. 

Selling agents. The operations of the selling agent in the textile 
market have already been described (see pages 291 to 293). The selling 
agent also functions in an important way in the marketing of lumber, 
coal, copper, paper, and canned goods. The selling agent provides a 
selling service. Unlike the manufacturer’s agent, he undertakes to 
sell the entire output of the mine or mill that he represents. Often 
he represents only a single producer, but he may sell for several clients. 
The selling agent is not restricted as to territory and has wide dis¬ 
cretion with respect to price. When the producers are small and not 
well financed, the agent may make cash advances against shipments, 
purchase accounts receivable, and assume the risk of credit and 
collection. 

The selling agent does not carry stocks, shipments being made in 
carlots direct to the customer. The selling agent in the coal trade 
(both bituminous and anthracite) has been active in developing and 
disseminating to coal users knowledge of the qualities of the coals that 
he handles. By advertising in trade papers and by meeting with 
industry coal buyers and retailers, the executives and salesmen of the 
agency make a market for the coal that they sell. Technical advice is 
given to coal burners on kinds of coal to use. The sales agent co¬ 
operates with manufacturers of coal-burning equipment in devising 
more effective means of using coal as a fuel in various types of industry. 
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The agent interprets the market to the coal producer and helps to 
guide production in terms of quality, sizes, and preparation of the coal 
for different uses. The relation of the selling agent to his client may 
continue over a period of years and the aggregate sales of the selling 
agent may much exceed those of the manufacturer's agent. Selling 
agents have their offices in important consuming centers. The 
production units are often at a considerable distance from the consum¬ 
ing market and are generally too small to maintain a sales force of 
their own, hence the economy of the selling agent. 1 

QUESTIONS 

1. What classes of products are included in industrial goods? 

2. How do you justify separate consideration of the markets for industrial goods? 

3. What economic factors characterize these industrial-goods markets? 

4. Distinguish three types of concentration of demand for industrial goods. 

5. What is the nature of reciprocal buying? 

6. How (through what channels) are most industrial goods sold? 

7. Distinguish product differences in channels of distribution. 

8. Distinguish three types of sale of industrial goods through wholesalers. 

9. Describe the services of the industrial distributor. 

10. Explain the operations of the machine-tool dealer. 

11. Why are agents and brokers so important in the industrial-goods market? 
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CHAPTER XVII 


THE MARKETING OF AGRICULTURAL PRODUCTS: 
AGENCY STRUCTURES OF THE LOCAL MARKET 

Characteristics of Agricultural Production 

Agriculture as an industry is fundamentally different in many ways 
from the other extractive industries and from manufacture. Hence it 
is to be expected that the marketing organization for agriculture will 
be different in many ways from that serving other types of production. 
Indeed one over-simplifies the condition by referring to agriculture as 
“an industry”; it is really a group of industries, each with its own 
peculiar characteristics that affect the methods of distribution used. 
For agriculture as a whole, however, certain basic facts may be pointed 
out as a necessary preliminary to understanding the kinds of marketing 
organization that will be described. 

Conditions affecting production. Agriculture in the United States is 
spread over about six million farms, but only about one-third of (these 
are commercially important. Commercial production, except for some 
mixed farming areas, mostly in the northeast quarter of the country, is 
specialized. These special types of production are adjusted to the 
most favorable combination of natural factors—soil, climate, and 
topography—rather than to proximity to the consuming market. 
Producers rely upon efficient and relatively cheap transportation for 
access to distant markets. The great bulk of food and fiber produced 
in the United States comes from areas in the south and west that are 
at a maximum distance from the populous cities of the north and east. 
Production of commercial crops, with the possible exception of wool, is 
carried on by many small producers scattered over a considerable 
area. 1 It follows from the above conditions that the function of 
assembly is of primary importance in the marketing of agricultural 
produce. The elaborate and complicated marketing organization that 
exists for agriculture is the result, in large part, of the growth in 
distance of producer from consumer and the small size and wide 
scatter of the producing units. 

Production in agriculture is essentially speculative, because it is so 

1 Exceptions are found in the production of certain fruits, nuts, and winter vege¬ 
tables. 
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much under the control of unpredictable weather conditions. The 
amount of supply in a particular season is uncertain. Production is 
seasonal and some large crops, like wheat and cotton, move to market 
in a few months; some perishable crops, in a few weeks. The factors 
of uncertainty and seasonality have important consequences for the 
price structure and the appearance of risk-bearing specialists in the. 
personnel of the market. Prices of the staple crops fluctuate widely 
and respond to world conditions of supply and demand. Individual 
producers, when they plant their crops or initiate their feeding oper¬ 
ations, havejp assurance of the prices they will obtain in the market. 

Because the labor market for agriculture is not well organized, 
agricultural production has become increasingly mechanized, with 
resulting increase in the burden of fixed expenses. In many types of 
specialized farming, notably in dairying and fruit raising, it is difficult 
if not impossible for the enterpriser to shift from one kind of production 
to another in a period of price decline. The necessity for crop rotation 
in growing field crops is an additional factor making for inflexibility. 
Adjustments of supply to changing price conditions are more difficult 
than in manufacture and require a longer period of time. 

Conditions affecting demand. The demand for the products of com¬ 
mercial agriculture is concentrated very largely in the cities, this 
concentration being greatest in the northern and eastern states. The 
same may be said for much of the industrial demand for agricultural 
raw materials, though to this there are important exceptions. 

Consumer demand for food products is generally inelastic; except for 
certain semiluxury products, demand does not change appreciably with 
changes in price. This fact, together with uncertainty respecting the 
amount of supply, makes for the maximum degree of price fluctuation. 
Government programs for the “relief” of agriculture originate largely 
out of the difficulty in which the farmer and the livestock producer find 
themselves when supplies are in excess of effective demand and prices 
drastically decline. 

While consumer demand for food is generally inelastic, the market 
for particular products has been expanded through the substitution of 
one product for another in the consumer’s diet. Less bread and more 
milk is being consumed, fewer apples and pears and more oranges are 
in demand. In general, there is a demand for a greater variety of food 
products, for better quality, and for more sanitary handling and 
packaging of foods. Consumer demand is small-unit demand—a 
dozen eggs, three pounds of apples, one head of lettuce—which means 
that a considerable machinery must be provided to handle these 
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products in carlots from country shipping points and to break the 
carlot quantity down to the unit that the consumer wishes to purchase. 
The preference of the consumer for a particular variety of potato or 
kind of orange or quality of meat also serves to complicate the problem 
of marketing and, ultimately, the problem of production. 

Distinction should be made between the speculative demand for 
certain of the products of agriculture that can be stored and either 
industrial or consumer demand. Speculative demand centers mainly 
about the storage function and, as we shall see, manifests itself in the 
operations of speculators in organized markets or trading exchanges. 
It is also important to note that for certain staple products, notably 
cotton and wheat, export demand is a vital price-determining factor. 
Export demand, in contrast to domestic demand for wheat, is highly 
elastic. The foreign-trade policy of the government with respect to 
both exports and imports of agricultural products is a highly contro¬ 
versial and important aspect of the agricultural market. 

The above is a brief summary of the principal economic factors that 
condition the structure and functioning of the agricultural markets. 
As he reviews the marketing organization and the price structure of 
these markets, the student will do well to keep these facts in mind. 

Kinds of products. For marketing purposes, the products of agri¬ 
culture may be grouped first into two broad classes, raw materials and 
consumption goods. The class of raw materials may be divided into 
foods and fibers. In the food group belong the grains (wheat, corn, 
oats, barley, rye), livestock (cattle and calves, hogs, sheep), sugar cane 
and sugar beets, soybeans, and hay. The fiber group includes cotton, 
wool, hemp. In this country flax is grown only for seed and not for 
fiber. Leaf tobacco is neither food nor fiber, but the raw material of 
numerous tobacco products. 

Classified as consumption goods are those products which, for the 
most part, move directly into consumption without processing. In¬ 
cluded in this group are milk and cream, poultry and eggs, fruits and 
vegetables, and nuts. This classification is not altogether satisfactory, 
since it is apparent that most, if not all, the consumption goods may 
undergo a processing before entering the consumer-goods market. 
Fruits and vegetables are canned and frozen, milk and cream are the 
raw materials of cheese and butter. Further classifications may be 
made on the basis of perishability, bulk, weight, etc. 

From what has been said above, it is apparent that there are, for 
most of the products of agriculture, two sets of markets—local country- 
point markets,* where products are assembled from the farms into 
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economical units of shipment, and central wholesale markets, within 
which these shipments are concentrated prior to their redistribution to 
consumers. This chapter is concerned with the organization and 
functioning of the local markets. 

Direct Selling by Producers 1 

Before the operation of these wholesale markets is discussed, brief 
notice may be given to the efforts of farmers to sell their products 
directly to consumers and to retailers and institutions. In the environs 
of most citiei^are truck-growing areas from which farmers may haul 
produce by truck for sale to city consumers. This practice is still 
important for cities of small size; near the larger cities, land values have 
risen to the point where truck farmers have been forced to relocate at 
greater distances from the city. It hardly pays the farmer to use up a 
considerable part of his working day delivering on a house-to-house 
basis, when he has the alternative of making a single sale to a retailer 
or a wholesaler. Even though the price is lower, he can use his time 
more economically on his farm than in making small-unit sales in town. 

Parcel post. Sales by parcel post were thought to be the solution of 
the farmer's marketing problem in the sale of fruit, certain vegetables, 
eggs, and nuts. In spite of much encouragement given by the post 
office and the U. S. Department of Agriculture, this method of sale has 
not made progress. Reasons for lack of success are summarized as 
follows: (1) difficulty for the producer in making satisfactory contacts 
with consumers and for the consumer in locating a satisfactory pro¬ 
ducer; (2) trouble and cost of packing goods for shipment ; (3) difficulty 
in making price agreements and in making collections; (4) difficulty in 
adjusting supply and demand, i.e. y bargaining with the consumer to 
take more at a lower price. 2 

Retail sale by farmers at public markets . Sale at public retail markets 
in cities was common practice in an earlier day; but as dealers gained 
entrance to these markets, they gradually took over the place of the 
farmers and the markets became essentially retailer markets, the 
retailers buying from farmers and from regular wholesalers. In the 
larger cities, distances are too great for consumers to go to a central 
retail market, even with the help of the automobile. In Chicago, space 
is reserved for farmers in the West Randolph Street market, but most 

1 Henry E. Erdman, American Produce Markets (Boston: D. C. Heath and Com¬ 
pany, 1928), Chap. XH. 

9 Ibid. , p. 244-246. 
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sales are to retailers and jobbers. In Detroit, Cleveland, and Buffalo, 
farmers’ markets, separate from retail dealer and wholesale markets, 
are maintained. These markets are owned by the state, by the city, 
and in some cases are privately owned or run by cooperative associa¬ 
tions. Sales are made to retailers and jobbers, as well as to consumers. 

Farmers selling on these markets have some of the same difficulties 
that they experience in selling house to house, in that much time is 
consumed in making small-unit sales. Individual farmers may have 
difficulty also in maintaining a sufficient variety of produce to attract 
patronage. Besides, these markets depend in the main on locally 
grown produce. It is hard for the farmer to keep contact with con¬ 
sumers in the winter season, when a large part of the produce is shipped 
in from a distance and is marketed through the wholesale market to 
retail stores. Except in a relatively few cities, farmers’ public markets 
are not important in the sale of farm products. 

Roadside markets . With the advent of the cheap automobile and 
the improved highway, roadside markets for the direct sale of the 
farmer’s produce to consumers have become common. The patrons 
are mostly city residents who make shopping for food an incident of 
their week-end pleasure riding in the area within a radius of 50 to 75 
miles or more of their homes. Farmers selling in this way may be 
somewhat handicapped in the limited variety of products they have to 
offer. Such a stand also demands the continuous attendance of some¬ 
one to make sales. Fruits, vegetables, eggs, cider, honey, maple syrup 
and maple sugar, jams, preserves, rugs, quilts, and homemade furniture 
are some of the products sold at these roadside stands. In some cases 
farmers purchase goods from other farmers, to round out their stock. 
In other cases soft drinks, candy, and tobacco are sold. Dealers have 
entered this trade and, where stands are located near the city, supplies 
are puchased in the city wholesale market. Roadside stands that are 
well located, where there is ample parking space, have a good chance of 
success. Prices charged may be regular retail prices or somewhat 
under retail and above jobbing prices. The problem for the farmer is 
to maintain quality and to build up patronage by giving continuous, 
dependable service. 

In individual cases and under favorable conditions, direct-selling 
methods work well and bring profit to the farmer and satisfaction to the 
consumer. In the aggregate, these methods account for only a small 
part of the great quantity of agricultural produce sold and apply only 
to certain consumption goods. The consuming public in the cities 
depends still upon the wholesale markets, the freight car, and the truck 
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for its sustenance. 1 The problem of many small producers selling to 
many small consumers has to be solved in quite another fashion. 
When farmers have had the desire to take over the marketing function, 
they have had to duplicate the machinery of the existing wholesale 
market. 

Local Country-point Markets 

Local wholesale markets are found in the producing areas at points 
that are well served with transportation facilities. Storage is generally 
not a function of these markets, though important exceptions exist in 
the case of potatoes, northern cabbage, cheese, and, in the northwest 
area, apples and winter pears. These markets are equipped with 
physical facilities for receiving and handling commodities for shipment 
to terminal markets. These include grain elevators; concentration 
yards for livestock; milk-receiving stations with equipment for cooling 
the milk and loading tank trucks; refrigerated storage space for the 
temporary storage of poultry, butter, and eggs; potato warehouses; 
fruit-packing plants with refrigerated space for precooling; cotton gins; 
etc. Such facilities may be individual or corporate enterprises or 
cooperatively owned and operated. In some cases, as in those of grain 
elevators, concentration yards, and potato warehouses, the properties 
in different local markets may be owned and managed by a single 
corporation located at one of the central markets. 

At these local markets are found, as well, decentralized processing 
industries; flour and feed mills; cereal mills; canning plants; conden- 
saries; cheese factories; creameries; dehydrating plants and quick- 
freezing plants for fruits and vegetables, milk, and eggs; meat-packing 
plants; and oil mills for peanuts, cottonseed, and soybeans. These 
markets have limited banking facilities but, through cooperation with 
large city banks, country banks are able to finance the movement 
through local markets (see Chapter IV, page 68). Wholesalers and 
large commission firms in the central markets assist in the financing 
operation, and local cooperatives have the aid of government-sponsored 
credit agencies. 

Communication service—wire and radio—provides market news and 
price information. Farmers are well equipped with receiving sets, and 
local newspapers carry news of central, as well as of local, market 

1 It is worth noting, however, that under conditions of rationing and food scarcity 
during the war, direct selling of farm products was stimulated to an abnormal degree. 
Where evasion of rationing and price control was the motive, the result cannot be 
said to have been socially desirable. 
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operations. At these markets is found a trading personnel that varies 
with the commodity and often with the region. In a word, the local 
country-point market is a fully developed marketing structure, per¬ 
forming all the principal marketing functions. It is not an isolated 
entity, but is tied in with the central markets through transportation 
and communication, through the ownership of facilities, and through 
banking and trading relationships. 

Because of the diversity of products and the variety of trading 
practices, it is difficult to give a coherent view of local marketing 
operations. As a means of simplification, four principal methods of 
sale by farmers are distinguished: 

1. Sale to local assemblers for shipment to central markets 

2. Sale to processing industries 

a. Decentralized local plants 

b . Sale to buyers for centrally located plants 

3. Sale at local auction markets 

4. Consignment sales direct to central markets 

Sales to Local Assemblers 

In most local markets, the farmer has several alternative outlets for 
the sale of his output. In most commodity markets, one may distin¬ 
guish a group of local resident buyers and a second group of traveling 
buyers who follow the harvest and buy either for their own account or 
as representatives of central marketing agencies. Both classes of 
buyers provide a ready market for any quantity that the farmer has to 
sell, and they pay cash on delivery of the merchandise at a local loading 
point. 

Resident buyers . In practically all agricultural sections, the country 
general store is a buyer of farm produce. In areas where mixed farming 
prevails, the storekeeper buys the farmer’s eggs, butter, poultry, fruit, 
berries, vegetables, etc., paying cash or giving the farmer credit against 
his account with the store. What the storekeeper cannot sell at retail 
to his customers he assembles into wholesale lots, which can be shipped 
to a near-by city market or sold through a local wholesaler. In the 
one-crop sections of the south and west (grain, cotton, tobacco), the 
storekeeper extends charge-account credit to small growers during the 
growing season, with the understanding that the farmer will dispose of 
his crop through the store. In this way the retailer hopes to make a 
profit on the sale of his merchandise by obtaining possession of the 
farmer’s crop, which is the latter’s only means of payment. The 
retailer may sell the produce that he buys to a local wholesale buyer or 
consign it in carlot quantities to a central-market commission firm on 
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his own account. Because of the margin of profit he has in his retail 
sales, he may pay a little premium over the prevailing price in the 
local market. 

In the grain trade, the country grain elevator is the most important 
agency for the purchase of grain in local markets. The elevator 
manager buys most of his grain on delivery at the elevator. In order 
to secure a volume of business, the elevator may also contract in advance 
for delivery, the terms of the contract covering the grade of the grain, 
the time of delivery, and the price. 1 Prices are based on those of the 
nearest terminal market, the manager generally protecting himself 
against loss resulting from price fluctuation by hedging in the futures 
market (see Hedging, pages 407 to 413). 

Occasionally the farmer may offer his grain to the elevator for 
storage, hoping to realize a better price at a later date. Most country 
elevators are not large enough to store any quantity of grain, their chief 
function being that of transporting the grain from the farmer’s wagon 
or truck into a freight car for shipment to a central market or a process¬ 
ing industry. Nevertheless, some elevator managers will undertake to 
perform storage by giving the farmer who has deposited his grain in the 
elevator the right to sell a like quantity and grade of grain (not his 
identical wheat or corn) at a future date. The farmer’s grain is merged 
with other grain of like kind and grade and sold in its regular turn. 
The manager protects the elevator against loss on the farmer’s sub¬ 
sequent order to sell by purchasing a future contract for approximately 
the same amount of grain, at the time the first sale is made. For 
further detail of this operation, see pages 409 to 410. 

Since 1937 government loans on grain stored on the farm or in 
country elevators have been available to producers. These loans 
operate to protect the farmer against decline in price below the loan 
value. Country grain elevators ship grain in carlot quantities to 
central-market commission firms for sale on consignment; they may 
sell to central-market wholesalers or processing industries on an f.o.b.- 
shipping-point basis or on a to-arrive basis. In the two latter methods 
of sale, price is agreed upon before the grain is shipped. The to-arrive 
contract calls for delivery to the buyer in the terminal market within 
a prescribed number of days (5 to 30 days). Country elevators are 
often operated by cooperative marketing associations of producers who 
share the expenses and profits of operation. 

1 Deane W. Malott, ed., A Comprehensive Study of Grain and Its Marketing 
(Chicago: The Grain Exchange Institute, Inc., 1940), p. 97. 
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Other resident buyers in the grain trade are independent buyers , who 
buy for their own account or buy on commission for a central-market 
agency or processing industry. They have no physical facilities and 
use the services of the elevator for loading grain out, or put the burden 
of loading the car on the farmer. They sell to the same class of buyers 
as the country elevator. Some of these independents in the grain 
market should be classed as “scalpers,” since they buy and sell in the 
local market for fractional profits. 


TABLE 79.—PERCENTAGE OF ALL LIVESTOCK SOLD BY FARMERS* 
AT VARIOUS TYPES OF MARKETS, BY SPECIES, IN THE 
CORN-BELT REGION, 1940f 


Livestock 

Terminal 

public 

markets 

1 

Pack¬ 

ing 

plants 

Dealers 
or truck 
buyers 

Auctions 
or sales 
barns 

Concen¬ 
tration 
yards 
or local 
markets 

Local 

cooper¬ 

ative 

associa¬ 

tions 

Farmers 

and 

others 

Cattle and 
calves. 

44.2 

10.9 

14.2 

9.5 

5.3 

3.9 

12.0 

Hogs. 

35.5 

20.3 

13.1 

6.5 

14.5 

5.3 

4.8 

Sheep. 

45.1 

14.6 

8.7 

9.9 

8.3 

4.5 

8.9 



* 23,703 farmers reporting. 

f “Marketing Livestock in the Corn Belt Region,” North Central Regional Publication No. 1, 
published as Bulletin 365, by the South Dakota Agricultural Experiment Station, November, 1942, 
Table 15. 


Traveling buyers . Again using the grain market as an illustration, 
we find in the local markets at harvest time the representatives of 
central-market grain buyers and commission houses, and buyers for 
flouring, cereal, and feed mills and other processing industries. These 
are mostly salaried buyers, though some buy on commission. Industry 
buyers most often are looking for particular kinds and qualities of 
grains, high-protein wheat, plump white oats, well-dried corn. Travel¬ 
ing buyers buy from the farmer, but they also buy from the country 
elevator and the general-store retailer. Consignments are solicited by 
the representatives of the commission houses. No physical facilities 
are maintained, the grain bought by these buyers being loaded out 
through the local elevator, a service for which the elevator makes a 
charge. 

Livestock marketing . The assembling of livestock in the country is 
done to a considerable extent (see Table 79) by country buyers or dealers 
who buy in small lots from farmers and feeders and sell through com- 
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mission firms in central markets. They also sell direct to packing 
plants, at concentration yards and at local auctions. Buyers of stocker 
and feeder animals buy from producers and also on public markets. 
They sell to farmers and feeders. In a survey of the operations of 
these buyers in the corn belt, it was found that one-third of them had 
yards to which livestock were delivered by farmers and truckers, about 
half of them had yards and also operated trucks in the country, 14 per 
cent operated trucks only, and 5 per cent had neither yards nor trucks. 
Some country buyers are salaried employees of packing firms, and some 
others, who gjjerate on their own account, sell only to certain packers. 

Local cooperative shipping associations of farmers assemble carlot 
shipments of livestock from their members for sale on central markets. 
The association is operated by a manager, who canvasses the needs of 
the members by telephone and arranges with the railroad or with a 
custom trucker for transportation from a loading point easily accessible 
to members. The livestock of different owners in the same car are 
identified by marks and, in some cases, sorting and grading are 
attempted. No physical facilities other than those furnished by the 
railroad are needed. Shipments are sold through cooperative or 
private commission firms to packers on the central markets. Proceeds 
of the sale are returned to the owners after the expenses of marketing 
have been deducted. In recent years some associations have begun 
to operate as dealers, paying cash to farmers for the livestock that they 
handle. Since 1924 the number of local cooperative shipping associa¬ 
tions has greatly declined. 

Concentration yards are local markets set up on a railroad right of 
way for the purchase of livestock direct from farmers and from country 
buyers. These yards are most common in the corn belt and were 
originally established by large meat-packing companies as a means of 
realizing certain transportation economies in the shipment of live hogs 
to eastern plants. Railroad-rate privileges applying at these yards are 
used much less than formerly, because most, of the livestock received 
arrive by truck. Many of these yards are now owned by individuals 
not in the packing business, but packers located in the large central 
markets depend on this source for a considerable part of their supply of 
hogs. Cattle and calves also are handled through concentration yards. 
These yards are equipped with docks for loading and unloading trucks 
and cars, with scales for weighing and pens in which stock may be sorted 
for grade and be fed until they can be moved to the packing plant or to 
the central market for sale. Shipments are made by rail and by truck, 
hogs being loaded in double-deck cars. Prices paid are those deter- 
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mined by competition in the area from which receipts are drawn. In 
a few cases, yards are operated by cooperative associations, which ship 
to cooperative sales agencies in the terminal markets. The purchase 
of livestock by packers through concentration yards is a phase of direct 
buying, which is discussed at a later point (see pages 329 to 330). 

Traveling buyers are not so active in the livestock market as in the 
country buying of grain. Terminal-market commission firms send 
traveling representatives through the producing areas to solicit ship¬ 
ments, and these firms finance western sheepmen in the raising of the 
lamb crop. As a result of this service, most sheep and lambs move 
direct to central markets for sale through these firms. Packing com¬ 
panies also solicit shipments from farmers and from privately operated 
concentration yards. 

Cotton marketing . In the marketing of cotton in local markets 1 one 
finds again the local retailer, who takes the cotton of the small farmer 
in payment of his account at the store for food and farm supplies and 
who sells it to representatives of central-market commission firms in 
the local markets or to mill buyers, or else consigns it to the central 
market. The local cooperative marketing association is also present in 
the cotton market, being particularly important in Texas, Oklahoma, 
and Mississippi. More than 400 of these associations operated cotton 
gins in 1943 and a few had oil mills for crushing cottonseed. The 
cooperative sells the cotton of its members to central-market whole¬ 
salers and to mills, and consigns cotton to a central cooperative sales 
agency in New Orleans, where it is sold subject to grading. Cooper¬ 
ative marketing associations are particularly serviceable to the small 
grower, who is in a weak bargaining position. 

Cotton gins operating in the growing areas are large buyers of cotton 
and cottonseed. The gin buyer sells the cotton in the loose bale to 
representatives of central-market commission firms or consigns it to 
the central market, where the cotton is sold subject to terminal weights 
and grades. Sales may be made to local mill buyers, as well. 

Independent local buyers also operate in these markets, as they do 
in the local grain market, and there is some scalping by these operators, 
who buy from farmers in competition with the buyers for central- 
market agencies and keep the price from going lower than market 
conditions justify. The fact that cotton in the local market is sold 
in the loose bale and that grading is very much a matter of private 

1 J. W. Wright, Marketing Practices in Producers 1 Local Cotton Markets , U. S. 
Department of Agriculture, Bureau of Agricultural Economics (Washington, D. 0.: 
Government Printing Office, 1938). 
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judgment on the part of the buyer give considerable leeway for 
price variation. 

Most important in these markets are the traveling salaried buyers of 
central-market commission firms and cotton exporters. They buy 
from the farmers, large and small, and from the other agencies operating 
in the local market. These firms handle consignments and purchase 
large quantities of cotton on their own account. Local resident 
buyers also buy on commission for these firms. Cotton may be bought 
on the basis of local grading and weights or be subject to terminal 
grades and weights. Prices are based on central-market prices and 
on the competition existing in the local market. 

All cotton bought in the local market is paid for in cash. When 
consignments are made, shippers are allowed to draw drafts against 
central-market commission firms or exporters. Cash advances are 
made to members of cooperative associations pending the final sale of 
their cotton at the terminal. 

Fruits and vegetables . In specialized areas of fruit and vegetable 
production, a variety of marketing agencies is found. In the apple¬ 
growing region of the Pacific Northwest and in other fruit and vege¬ 
table sections on the Pacific Coast, as well as in the southern states, 
local 'packers and shippers are found. These agencies are privately 
owned by corporations and partnerships but, many are operated by 
cooperative associations of growers. They maintain packing plants 
and often operate refrigerated storage. Contracts are made with 
growers for the delivery of their crops at harvest time. Cash is paid 
to the grower and the fruit is graded and packed under the brand of the 
local packer. The local plant or cooperative may elect to market its 
own fruit or may use the services of a local dealer or distributor , or ship¬ 
ments may be sold to central-market wholesalers, either on a f.o.b.- 
shipping-point basis or through a broker or a selling agent in the 
central market. On occasion, consignments may be made to central- 
market commission firms or to a fruit auction company, via the 
broker. 

In these local fruit and vegetable markets there are many small 
independent dealers who buy outright from the grower and ship for 
their own account. They will also ship for the account of the grower 
to the terminal market, or sell on a brokerage basis. Dealers who 
specialize in a particular crop and who handle large volume are known 
as “distributors.” They often have their own packing plants and 
storage facilities, make contracts with growers, finance production, and 
sell through brokers or direct to wholesalers in all the large consuming 
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markets. The distributor may either buy on his own account or dis¬ 
tribute for growers on a brokerage basis. The produce is packed under 
his supervision and sold under his brands. 1 National distributors with 
offices in the central markets maintain local offices in the principal 
growing areas, through which they contact growers; they also have 
traveling representatives, who go from one special-crop area to another. 
Distributors act as selling agents for local packers and for cooperative 
associations. 

Local cooperative marketing associations are important in the market¬ 
ing of these perishable crops. In 1942-1943 there were 990 such 
associations, with 213,000 members, doing a volume of $525,000,000. 2 
A third of these associations was in California. In a few instances, 
such as that of the California Fruit Growers Association, terminal- 
market sales agencies are maintained. For the most part, these 
associations sell through brokers or use the services of the distributor. 8 

Local brokers operate in these shipping-point markets, buying for the 
account of central-market wholesalers, chain stores, and processing 
industries. They also sell for growers and local packers, and they 
trade on their own account. In the local markets at harvesttime are 
found the traveling buyers of central market wholesalers (carlot 
receivers) and buyers representing large chain stores and processing 
industries. Most of these are salaried buyers, though some buy on a 
commission. Purchases are made on f.o.b. and delivered sale bases. 
Independent speculators follow these harvests, buying carlots on their 
own account and selling mostly through brokers. Truckers buy fruit 
and berries direct from farmers or at local truckers’ markets and haul 
them to central wholesale markets to be sold to jobbers and retailers. 
Particular mention should be made of the operations of chain-store 
buyers, who buy in large quantities direct from local packers, from 
growers’ associations, and from large individual growers. The 
Atlantic Commission Company is the buying agency for The Great 
Atlantic and Pacific Tea Company and does a general brokerage 
business, as well as buying for the retail stores of that organization. 

In the local potato markets in the northern growing areas, the 

1 Wells A. Sherman, Merchandising Fruits and Vegetables (Chicago: A. W. Shaw 
and Company, 1928), Chap. XVII; also E. A. Duddy, “Financing the Wholesale 
Distribution of Fruits and Vegetables,” Journal of Business of the University of 
Chicago , October, 1938. 

2 Grace Wanstall, Statistics of Farmers' Marketing and Purchasing Cooperatives , 
1948-19U, U. S. Department of Agriculture, Farm Credit Administration, Misc. 
Report No. 83 (Washington, D. C.: Government Printing Office, October, 1945). 

3 For further details, see Erdman, op. cit. } Chap. II. 
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terminal-market wholesaler operates potato warehouses, where he buys 
for cash from the grower and stores the potatoes pending their shipment 
to central markets. Besides, he will handle potatoes for the grower 
on a commission basis. It is not possible in this brief space to describe 
the great variety of organization and marketing practice that prevails 
in the entire commercial fruit and vegetable industry, but enough has 
been said to show the alternative methods of sale available to the 
grower. 1 

Other products . Eggs are produced on almost every farm, so the 
task of assembly for concentration at large consuming markets is 
particularly cEfecult in mixed farming areas. The country store¬ 
keeper and the huckster figure largely in this local trade, buying from 
the farmer and selling to a local carlot assembler or a cash dealer. These 
latter operators have fixed places of business at a shipping point, buying 
from farmers, as well as from storekeepers and hucksters. The carlot 
egg dealer also buys poultry and often is a retailer of feeds and miscel¬ 
laneous farm supplies. Some of these carlot assemblers are managers 
of branch houses operated by central-market wholesalers. 

Produce-buying houses are maintained in the country by the large 
meat-packing companies, for the purchase of poultry, eggs and cream. 
Poultry is fattened, graded, and packed, cream is manufactured into 
butter; and eggs are graded. Shipments are made to the packers’ 
wholesale distributing branches. Chain-store organizations also main¬ 
tain country buying stations for the purchase of poultry, eggs, and 
dairy produce. 2 

Local cooperative marketing associations are of considerable importance 
in areas of heavy egg and poultry production, especially in California, 
Washington, Missouri, and New York. In 1942-1943 these associa¬ 
tions handled products valued at $145,000,000. 

Large city milk distributors operate buying stations for concentrating 
milk into tank trucks for movement to city distributing plants. They 
work in close relation to producers’ cooperatives, which furnish most 
of the milk supply. 

Sales to Processing Industries 

By far the largest part of agricultural produce, measured both in 
tonnage and in value, is marketed to processing industries. In recent 
years, especially since 1920, there has been a tendency for certain types 

1 For further details, see Erdman, op, cit., Chap. II. 

2 Erdman, op. cit. t Chap. III. 
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of agricultural industry to decentralize and to locate plants nearer the 
source of supply of raw materials. This is particularly true in the 
meat-packing industry and, to some extent, in the manufacture of 
breakfast cereals and flour. Other types of industry, such as canning, 
butter and cheese manufacture, the condensing of milk, and the dehy¬ 
dration of fruits and vegetables, have always been located in close 
proximity to the growing areas. These industries provide additional 
competition in the local markets when they choose to buy direct from 
producers or from their marketing associations. 

In the marketing of the bread grains (wheat and rye), sales are made 
in the local markets direct to local mills and to buying agents or 
salaried buyers of distant mills. Competition is based largely on the 
quality of the product. Large quantities of corn are bought direct by 
corn-products plants for processing into starch, com oil, oil cake, and 
many other products. Local feed mills are in the market for corn, oats, 
barley, and alfalfa. 

Cotton mills in the southeastern states buy some part of their cotton 
in local markets. The problem of the mill buyer is to find the grade 
and the staple that will be suitable for his particular mill. Quantity 
purchases of even-running lots of the desired quality are not so easily 
made in the local markets, and most mill purchases by southern mills 
are made in the large cash cotton markets in the South. 

Since 1920 there has been a considerable shift, in the purchase of live 
hogs by the centrally located meat-packing plants, from public stock- 
yards at central markets to concentration yards in the country. More 
recently there has been an increase in the direct purchase of cattle. 
Direct buying of livestock from farmers has been stimulated by the 
growth in the number and size of packing plants located in the produc¬ 
ing areas, especially in the northwest corn belt. Many of these plants 
are owned by the larger packing companies. In 1938, 25 per cent of 
the cattle, 32 per cent of the calves, 52 per cent of the hogs, and 32 per 
cent of the sheep were marketed direct to packers for slaughter. 1 

Livestock bought by packers outside of terminal public markets may 
be bought from farmers at the plant in the country, from assemblers 
such as country buyers and local cooperative associations, at concen¬ 
tration yards, and on local auctions. Packers also maintain salaried 
buyers in the country, who buy direct from farmers on their farms. 

1 Knute Bjorka, “Direct Buying of Livestock,” The Agricultural Situation 
(U. S. Department of Agriculture, Bureau of Agricultural Economics, Washington, 
D. C.: Government Printing Office, April, 1939). 
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Reasons for the growth in direct marketing trace back to the First 
World War, when the large packers, as in the Second World War, were 
fully occupied with large government contracts for meat. This left 
a much greater share of the civilian market open to the small inde¬ 
pendent packers, whose plants were mostly in the country. These 
packers were favored by a great increase in corn and hog production in 
the northwest corn belt after 1920. There was, too, a freight-rate 
situation that favored the shipment of dressed meat, as against live 
hogs, from points between the Mississippi and Missouri rivers to 
eastern markka. Marketing costs were made more burdensome by 
a sharp increase in rail rates in 1920 and a drop in hog prices from 1920 
to 1925. The depression of the 1930’s still further aggravated this 
situation and led farmers to want to market nearer home. Increased 
use of the motor truck facilitated local marketing operations. 

As the volume of slaughter increased in the country, packers at the 
terminal markets found it increasingly difficult to obtain the required 
quantity and quality of hogs desired in the central stockyards markets. 
They thereupon expanded their direct purchases by opening more con¬ 
centration yards and acquiring ownership of country plants. Local 
marketing of livestock during the Second World War was stimulated 
by a repetition of some of the conditions enumerated above and by the 
excessive competition for meat supplies in eastern consuming markets. 
Order buyers for eastern packers invaded the local livestock markets 
and still further reduced supplies coming on the central livestock 
markets. 1 

In the fruit and vegetable industry, sales to canneries in the produc¬ 
ing areas constitute the most important outlet to industry—tomatoes, 
peas, and corn among the vegetables; peaches, pears, plums, and 
apricots among the fruits. Pineapples are canned in large quantities 
in the Hawaiian Islands. Contracts for a certain acreage are made by 
the canner with farmers in advance of his plantings. Seed is often 
furnished and a contract price is named in the contract. Thus the 
farmer has an assured return, provided that weather and other crop 
conditions are favorable. Storage of canned crops is in the country 
(see Chapter III). 

There is considerable dehydration of both fruits and vegetables on 

1 See the authors* Changing Relative Importance of the Central Livestock Market , 
Studies in Business Administration, Vol. VIII (Chicago: University of Chicago 
Press, August, 1938); also “The Direct Marketing of Hogs,” U. S. Department of 
Agriculture, Miscellaneous Publication 222 (Washington, D. C.: Government 
Printing Office, March, 1935). 
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the Pacific Coast. Raisins, prunes, apricots, and apples are the most 
important fruits. Produced cooperatives are active in this field, 
processing and marketing through wholesale channels the produce of 
their members. Different forms of contractual agreements prevail 
(see Chapter XVIII). 

A more recent industrial development, which has created an addi¬ 
tional outlet for perishable fruits and some vegetables, is the quick- 
freezing process. Like the canneries, the freezing plants are located 
adjacent to the growing crop. Some quick-freezing units are portable. 
Strawberries, raspberries, blackberries, loganberries, peaches, peas, 
green and lima beans, spinach, broccoli, corn, and squash are some of 
the products that are now available to consumers in frozen form. 
This new industry has already reached an impressive total of sales. 
(See Table 84.) Quick freezing is a rival to the canning process and 
even more of a rival to the shipment of fruits and vegetables in the 
fresh state. Much inedible bulk and weight must be transported in 
refrigerated cars when fresh produce is marketed; while frozen foods 
are packed in a much more condensed form, only edible substance 
being shipped. When costs are reduced and facilities for handling in 
retail trade are still further perfected, we may expect to see consider¬ 
able expansion in this industry. 

Sales of livestock to packers are industry sales, as are sales of cream 
to their country receiving plants for manufacture into butter, and sales 
of poultry for fattening and slaughter. Eggs in carlots are sold to 
dehydrating plants located in areas of heavy egg production. Shell 
eggs are also broken and the whites and yolks frozen separately, but 
this process is carried on in cold-storage warehouses, many of them 
located in central markets. 

Industrial sales figure largely in the field of dairy produce. Milk in 
large quantities is sold to condenseries located in the country, especially 
in the state of Washington, where there are few large cities to consume 
fresh milk. Milk and cream are used in the manufacture of ice cream, 
shipment being made in tank cars and tank trucks to plants located in 
or near large cities. 

In the assembly of butterfat, two methods of sale prevail: (1) sale to 
local creameries by individual farmers of small lots of cream, in which 
case the cream is trucked by the farmer or by a custom trucker covering 
a regular route; and (2) sale to cream stations maintained in local areas 
by large centralizer creameries, which draw supplies from a radius of a 
hundred miles or more. The cream is tested for butterfat content at 
receiving stations and the farmer is paid cash for his product. In some 
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sections direct shipments are made by express or by truck to the 
centralizer plant. Centralizer plants have largely superseded the 
small local creamery. Cooperative associations are active in the 
assembly and manufacture of cream into butter in their own plants. 
In 1942-1943 dairy products marketed through cooperatives were 
valued at $950,000,000. Three-fourths of the associations were in 
Wisconsin, Minnesota, and Iowa. 1 

Cheese manufacture was, until recently, carried on in small plants 
located in the country. This is still true of the initial process of manu¬ 
facture of chuddar, or American, cheese and of all foreign-type cheese. 
Since whole milk is used, the radius from which supplies are drawn is 
much smaller than for butterfat. Wisconsin, the leading dairy state, 
is the center of the_ f cheese-manufacturing industry. Recently the 
manufacture of processed cheese, made by blending different qualities 
of brick cheese, has become of primary importance. Most American 
cheese is now sold in this form. Plants for the manufacture of pro¬ 
cessed cheese are large and are centrally located, many of them being 
in the central consuming markets. Since 1918-1920 concentration of 
control of the manufacture of both butter and cheese has occurred. 2 

Local Auction Markets 

Tobacco. Leaf tobacco has long been sold at auction warehouses 
located in or near the growing areas in the South (Maryland, North 
Carolina, Virginia, Kentucky). The warehouseman furnishes space 
for the display of the tobacco and supplies the services of the auctioneer. 
No tobacco is bought by the warehouse. Farmers bring their cured 
tobacco to the auction and pile it according to grade on the floor of the 
warehouse. Buyers for the large tobacco-manufacturing companies 
accompany the auctioneer as he goes from pile to pile, calling off the 
bids. The owner stands beside his pile as it is sold. Sale is rapid and 
efficient. A fee is paid by the farmer to the auction company for the 
service rendered. 

Livestock . Local livestock auctions have increased in number and 
importance in recent years. These auctions are privately owned by 


1 “Statistics of Farmers 1 Marketing and Purchasing Cooperatives,” op. cit. 

2 See R. K. Froker, A. W. Colebank, and A. C. Hoffman, Large Scale Organizar 
Hon in the Dairy Industry , U. S. Department of Agriculture Circular 527 (Washington, 
D. C.: Government Printing Office, July, 1939); also, William H. Nicholls, “Post¬ 
war Developments in the Marketing of Cheese,” Iowa Agriculture Experiment Star 
Hon Research Bulletin 261 (Ames: Iowa State College, June, 1939). 
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corporations or partnerships. Unlike the procedure in tobacco and 
fruit auctions, the auction company and the auctioneer frequently 
buy livestock for sale on their own account. Many of these auctions 
serve primarily as clearinghouses for locally produced stockers and 
feeders, breeding and dairy animals. In Kentucky, important auc¬ 
tions for slaughter lambs have long been conducted, and in Ohio 
auctions sell large numbers of hogs for slaughter. At the larger 
auctions, stock are sorted and graded. 

Farmers consign most of the livestock that is sold on these auctions. 
In 1940 they furnished 69 per cent of the cattle, 72 per cent of the 
calves, 78 per cent of the hogs, and 82 per cent of the sheep and lambs 
sold on 350 auctions in the corn-belt states. 1 The balance were sold 
by country dealers, and a few by local cooperative associations. 

The type of the buyers at a livestock auction depends on the kind 
of livestock sold. Slaughter animals are largely bought by packers 
or by dealers and order buyers who sell or deliver to packers. Small 
numbers are bought by retail meat dealers and butchers. Stockers 
and feeders and breeding animals are bought by farmers and by dealers 
who sell to farmers at other markets. Packers buy most heavily on 
those markets where stock are well graded and where a volume can 
be secured. Sale in country auctions of stocker and feeder and 
breeding stock has obvious economies compared with sending these 
animals to central markets and buying them back. Sale of slaughter 
stock is to the advantage of the farmer, in that he does not have to 
bear the risk of a change in the value of his animals while they are on 
their way to a distant market. Neither does he have to stand the 
loss due to injury and death while the stock are in transit. Dis¬ 
advantages appear when the auction does not attract a sufficient 
number of buyers, and when stock are sold to dealers who may sell 
to other dealers to place the stock on another auction for sale. Local 
auction marketing of livestock is one more evidence of the farmer's 
desire to sell nearer home. 

Eggs . Eggs are sold at local auctions in the northeastern states. 
The eggs are graded for size and cleanliness. Individual producer 
lots are sold, the buyers being milk distributors, operators of egg 
routes, large retail stores, chain stores, and egg dealers. 2 

1 “Marketing Livestock in the Corn Belt Region/ 1 p. 35, North Central Regional 
Publication No. 1, published as Bulletin 365, by the South Dakota Agricultural 
Experiment Station, November, 1942. 

2 Rob R. Slocum, “Marketing Eggs,” U. S. Department of Agriculture, Farmers 
Bulletin 1378 (Washington, D. C.: Government Printing Office, June, 1941). 
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Local Markets in Marketing Strategy 

The trend since 1920 seems to be toward the building up of the 
local markets and the shifting of the pricing function and transfer of 
title to points closer to the producer of agricultural commodities. 
In general, the bargaining power of farmers has been improved. 1 
Improved communication and more reliable and speedier rail trans¬ 
portation have helped in controlling shipments into the various con¬ 
suming markets from origin points. Improved grading and packing 
of dairy products, fruits, and nuts by cooperatives have helped. 
Cooperative fffhrketing associations have aided the small operator 
to bargain more successfully with the wholesale buyer. They have 
been particularly powerful in the marketing of fruits and vegetables, 
dairy products, and eggs. 

The assistance of the Federal government in providing banking 
facilities for financing the production, storage, and marketing of crops 
has helped to free the agricultural producer from dependence on the 
middlemen of the central markets. Banks for cooperatives and 
production credit associations have made credit easily accessible 
and cheap. 2 The storage of staple crops on the farm or in country 
elevators has been made possible through commodity loans available 
through the Commodity Credit Corporation. These loans give the 
farmer opportunity to wait for an improved price. He is assured of 
a price no lower than the loan value, since the law allows him to liqui¬ 
date the loan by turning his stored crop over to the corporation. 

For certain specified commodities, the Agricultural Marketing 
Agreements Act of 1937 provides for orders and marketing agreements 
of producers and wholesale handlers in a specialized growing area. 
Orders of the Secretary of Agriculture give effect to these voluntary 
agreements, which provide (1) for limitation of the quantity and 
grade of a product that may be marketed from the area, (2) for allot- 
ing amounts that may be purchased and marketed by each handler, 
(3) for determining the amount that may be shipped to a particular 
market, (4) for control and disposition of surpluses. 3 The intent of 

1 Geoffrey Shepherd, “Decentralization in Agricultural Marketing—Causes 
and Consequences,” Journal of Marketing, April, 1942, pp. 341-348. 

2 Edward A. Duddy, “Financing the Wholesale Distribution of Fruits and Vege¬ 
tables,” Journal of Business of the University of Chicago , October, 1938, pp. 376-394, 
and January, 1939, pp. 88-106. 

* Applicable to pecans, walnuts, olives for canning, tobacco and its products, 
asparagus for canning, soybeans and their products. The act also provides for 
fixing minimum prices to milk producers. 
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such legislation is obviously to give producers a tighter control over 
their marketing operations, in order to stabilize prices. The organi¬ 
zation of producers for this purpose is encouraged. 1 

On the buying side there is evidence that powerful interests are 
reaching back to make direct contact with producers in local markets. 
The decentralizing of much processing is one aspect of this direct 
approach to primary sources of supply. Packers and millers and 
members of other processing industries have organized much of their 
buying to assure themselves of adequate supplies and the desired 
quality of raw material needed for their plants. Buying by this 
method is often more burdensome and expensive, but the buyer has 
the assurance of better average quality. This invasion of the local 
markets is, of course, encouraged by the tightening of control over 
available supplies or by any shortage resulting from natural causes. 
It remains to be seen whether the present controls will survive the 
return of large surpluses of many commodities. 

Chain-store buyers also have cultivated the local markets. 2 Fruits 
and vegetables and dairy produce move directly from producer organi¬ 
zations and chain-store receiving stations to the retail store, by¬ 
passing the wholesale and jobbing market. Large-scale organized 
buying by chain stores and processing industries may be successful 
in working out an approach to large-scale, well-organized selling 
organizations of producers. 


QUESTIONS 

1. What conditions of agricultural production make local assembly markets 
necessary? 

2. Make a classification of the products that enter the agricultural markets. 

3. What economic factors explain the appearance and the survival of direct- 
selling methods for farm produce? 

4. What are the advantages and disadvantages of the roadside market? 

5. Describe the organization of a typical local country-point market. 

6. What classes of resident buyers are found in local country-point markets? 

7. Describe the operations of the traveling buyer; the cooperative shipping 
association. 

8. What economies are realized by the concentration yard in the livestock trade? 

9. What kinds of operators are found in the local markets for fruits and vege¬ 
tables? 

1 See V. H. Pelz, “Modem Tendencies in Food Distribution,” Journal of Farm 
Economics , April, 1930. 

2 H. A. Baum, “Chain Store Methods of Buying Fresh Fruits and Vegetables,” 
Journal of Farm Economics , April, 1930. 
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10. How do sales of agricultural products to processing industries compare in 
importance to sales of agricultural consumers’ goods? 

11. What economic factors are operating in the livestock markets to change the 
methods of sale to the meat-packing industry? 

12. What changes in industrial sales of fruit and vegetables are affecting the 
markets for perishables? 

13. In what commodity markets are auction methods of sale important? Why? 

14. Are local markets for agricultural products becoming more or less important 
as compared with central markets? 
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CHAPTER XVIII 

THE MARKETING OF AGRICULTURAL PRODUCTS: 

COOPERATIVE MARKETING 
AND PURCHASING AGENCIES 

Any discussion of the marketing of the products of agriculture would 
be incomplete without a reference to cooperative marketing. Atten¬ 
tion to cooperative marketing institutions is warranted (1) because the 
principles upon which cooperative marketing agencies are organized 
differ, in theory, from those which control the organization of com¬ 
petitive, profit-seeking agencies; and (2) because of the importance of 
cooperative enterprises in the marketing of many agricultural com¬ 
modities. Cooperation has important social implications for farmers, 
and their organizations have been made the instruments of govern¬ 
mental attempts to benefit those engaged in agriculture. While 
cooperation has been extended by farmers to the procurement of such 
services as insurance, irrigation, electric power, telephones, and the 
operation of frozen-food lockers, the present discussion will be con¬ 
fined to the selling and buying activities of cooperative groups. 

Cooperative marketing by farmers (and it is only in agriculture that 
cooperative selling is of significance) takes two forms: the selling at 
wholesale of agricultural produce, and the purchase by farmers of farm 
and household supplies and equipment. Cooperative purchasing by 
farmers is akin to, and a principal part of, “consumers’ cooperation” 
(see Chapter XIII), with this distinction, that the farmer is a producer 
as well as a consumer and thus buys “producers’ goods” as well as 
goods for home and personal consumption. 

Cooperative Selling Agencies 

A cooperative sales agency has been defined as “a voluntary business 
organization established by its patrons to market farm products 
collectively for their direct benefit.” 1 One may add that the associa¬ 
tion is limited in its membership to farm producers who exercise 
democratic control through the one-man, one-vote principle, regardless 

1 Henry H. Barken and Marvin A. Schaars, The Economics of Cooperative 
Marketing (New York: McGraw-Hill Book Company, Inc., 1937), p. 3. 
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of the number of shares of stock held; 1 that expenses are prorated and 
dividends shared on a patronage basis. Funds raised through the sale 
of preferred stock receive only the market rate of interest, and the 
association itself is, legally, not entitled to make profit on business with 
members. Thus services are rendered to the members at cost. In 
the true cooperative, membership is open to any producer who can 
pay the membership fee or buy a share of stock, and who subscribes 
to the articles and bylaws of the association. Thus the cooperative 
introduces us to a new type of private enterprise, which invokes the 
principle of ^operation rather than that of competition, and the 
principle of service at cost rather than that of business for profit. 

Before examining the different forms of organization that marketing 
cooperation takes, it might be well to look further into the theory of 
cooperation. The cooperative movement among farmers is a by¬ 
product of the economic hardships to which they have been exposed. 
These hardships have their origin in the nature of the industry in which 
they are engaged; the natural hazards of weather, which alternately 
create unsalable surpluses and leave the farmer with little to sell; a 
market for staple crops, in which prices are determined by world supply 
and demand; perishable crops, which require special handling, which 
must be sold as soon as harvested, and which are often produced at 
great distances from the consuming markets; small-scale production 
on several million farms. 

One must add to these risks the presence of wide marketing margins, 
including an inflexible freight-rate structure; the almost complete 
absence of any adequate system of market information of service to 
the individual farmer; and the gyrations of the business cycle, which 
periodically curtailed the purchasing power of city consumers and 
industrial users of farm products. The resulting instability of farm 
prices made opportunity for speculative profit by enterprising and 
well-informed middlemen, while it worked a hardship on the producer, 
to whom marketing processes outside* of his local market were an almost 
complete mystery. In contrast to the instability of the prices of farm 
products was the growing tendency to stability of the prices of manu¬ 
factured goods that the farmer had to buy. Thus farmers found 
themselves in a weak bargaining position. 

Obviously cooperation was an attempt by many small producers to 
reduce the risks to which they were exposed and to lower the costs of 
marketing. Quite apparent was the risk created by selling against 

1 In some cases the voting right is according to number of trees, acres of land, 
amount of patronage, etc. 
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each other in the local market to local buyers. By selling through their 
own local association to buyers in the central markets they had hopes 
of reducing the risk of competitive selling. Experience has taught 
cooperatives that the reduction of this risk may be had only at the 
price of assuming the risks that accompany the ownership of the 
commodity as it progresses toward the consumer. Federated types 
of organization have been formed, to exercise a greater degree of control 
over supplies. While control over price has not been achieved, the 
bargaining position of the individual farmer has been improved. 

Another risk of competitive selling manifested itself in uneven dis¬ 
tribution of commodities to consuming markets, with resulting over- 
and undersupply on individual markets. The reduction of this risk 
was contingent upon a better organization of market information and 
the surrender by the individual farmer to his association of the right 
to allocate shipments to the different markets. Real progress has 
been made by cooperative associations in reducing this risk. 

When the cooperative is considered as a risk-bearing agency, it must 
be recognized that additional risks are assumed when ownership is 
maintained beyond the local market, when goods are stored in anticipa¬ 
tion of higher prices, when policies are based on forecasts of demand, 
and when monopoly control over price is attempted. The one risk 
which is effectively removed is that which proceeds from ignorance of 
what ones fellow-cooperator (potential competitor) will do. Even this 
gain is mitigated by the fact that many producers prefer to remain 
outside the association. 

On the side of cost, the cooperative has the same advantages as any 
other type of organization that is able to increase the scale of its 
operations. Combining the output of individual farmers ensures a 
more effective use of physical facilities. As in any corporate enterprise, 
it is through individual contributions of capital that the facilities 
themselves are created. While it may be conceded that the manage¬ 
ment of the cooperative enterprise is unlikely to operate at any lower 
cost than that of a corporation for profit, it does have a guarantee of 
patronage to the extent that the membership is loyal and promotional 
profit is eliminated. As large size is achieved, more expert management 
may be employed and capital may be raised on easier terms. 

Aside from the economies traceable to volume, the cooperative can 
make a more effective use of standardization and grading than can 
individual producers. The voluntary action of cooperators in con¬ 
forming to a standard of quality and in reducing the number of varieties 
of a product, provides a sound basis for branding and advertising and 
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thus of extending demand for the product. This is in marked contrast 
to the unorganized production of individual farmers and to the prac¬ 
tice of middleman buyers of failing to pay prices that adequately 
reflect quality differences. 

Other economies traceable to group marketing are savings on trans¬ 
portation cost and the savings that are realized in the cooperative 
purchasing of supplies and equipment. Carlot rates are lower than 
l.c.l. rates, and shippers who can command a volume of traffic get 
better service from the carrier. The economies of cooperative pur¬ 
chasing will hfediscussed at a later point. 

Cooperative type and the distribution of income . Like any orthodox 
corporation, the selling cooperative tries to maximize its income by 
reducing costs through a better organization of production and 
marketing operations, and by stabilizing or enhancing selling prices. 
In the early period of large-scale cooperative marketing, most emphasis 
was placed upon the raising of prices that had become depressed 
either by too rapid expansion of production, as was the case with 
wheat, or by general business depression, as was true of all commodities 
in the early 1920’s. Much of the blame was placed upon “the specu¬ 
lator^ and upon the machinery of the competitive market, which 
seemed to reflect only too well conditions unfavorable to the seller 
when crops were being harvested, but was somehow geared to a 
subsequent price rise out of which speculators, merchants, and manu¬ 
facturers profited. This emphasis of cooperative management on 
price was unfortunate, since the price-making factors of the large 
staple crops were beyond its control and the less spectacular operating 
economies that accrue to better organization and management were 
neglected. This emphasis on higher prices tends also to point in the 
direction of restriction of supply and brings cooperating producer 
groups into direct conflict with cooperating consumers, who are interest¬ 
ed in increased quantity of supply and lower prices as costs decline. 

It is important to note, however, that , in producers' marketing 
cooperation any residual income of the marketing association or 
company is to be paid to the producers as a patronage dividend, not 
to capital; nor is it. to be shared with labor in higher wages or passed 
on to the consumer in lower prices, except as the pressure of the 
competitive market shall dictate. If any surplus appears in the 
operations of a selling cooperative, it is viewed as an underpayment 
to the selling patron. 1 Aside from necessary reserves, the association 

1 E. G. Nouns®, “The Economic Philosophy of Cooperation,” American Economic 
Review, December, 1922. 
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may retain no part of the net income, which appears as a “saving” 
resulting from efficient operation and the squeezing out of promotional 
profit and of any payments to capital for taking risk. In the coopera¬ 
tive all risks, other than those that can be passed on by contract, are 
assumed by the members. Thus producers, by assuming the market¬ 
ing and risk functions, hope to enhance their incomes over what they 
might be under a competitive system, in which the risks of ownership 
of the commodity are passed on to a succession of specialists. 

Cooperative type and the function of control. Membership in a 
cooperative association is voluntary in nature, but the success of the 
enterprise is contingent upon the surrender by the individual of much 
of his freedom of action. Membership is restricted to producers and, 
while the patronage of nonmembers is accepted and often solicited, 
they are not entitled to share in the patronage dividend. By means 
of a membership agreement or contract the individual may agree to 
restrict the varieties of a product that he produces, to spray his fruit 
trees at certain intervals, to conform to standard grades and standard 
packs, to pool his produce with that of other members according to 
grade, to relinquish control and often the ownership of his commodity 
to a central sales agency, which chooses the time and place of sale 
and has full discretion with respect to price. The agreement may 
extend for a year or a period of years, with an option to withdraw 
after one year. Thus cooperation is a challenge to the traditional 
individualism of the American farmer. The wonder is that the 
movement has made as great progress as it has. 

Control of members within the organization is incidental to a 
larger degree of control over the market, which cooperatives have 
attempted to exercise through large-scale forms of organization. 
This type of control has had a variety of forms, but the objective 
seems to have been at all times to stabilize or raise prices. “Orderly 
marketing,” in contrast to marketing at the discretion of the individual 
producer, was the rallying cry of those who promoted the organization 
of these large-scale marketing associations of the 1920's. 

The formula for orderly marketing was (1) the binding of the 
members under a long-time contract to market through the associa¬ 
tion; (2) the signing up of a sufficient number of the producers of a 
commodity to ensure control of the major portion of the market 
supply; (3) the delegating of the selling function to a central sales 
agency or manager, who could either bargain directly with large- 
scale buyers or sell in the open market. 

In the case of most commodities, a pooling operation was necessary 
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and, when the product was not perishable, a process of *'‘feeding the 
market” to avoid a temporary oversupply was used. This holding 
of supplies off the market necessitated large storage and financing 
operations and the assumption of a high degree of risk. These are 
the tactics of monoply control, which, if it is achieved, effectively 
removes the risk of price decline below the point of maximum profit. 
The report of one such attempt is eloquent of such a purpose: 

Our association sells prunes. Last July we made our so-called opening 
price on prunes. There was a meeting there and fifteen people present; thirteen 
of them wer^lirectors of the association. . . . They were met to fix the price 
of prunes. Did you notice what I said? I didn’t say they were together to 
accept the price which . . . anybody else in the world put on prunes. They 
were met there to fix tljp price of prunes. They knew they could do it, because 
they had absolute contracts covering the better part, by far the greater part, 
of the prune crop of the United States. 1 

The subsequent history of the California Prune and Apricot Growers 
confirms the fact that failure to obtain monoply control increases risk 
above what it would have been if no control had been attempted. 
The immediate effect of the association’s successful bargaining with 
the wholesale buyers of prunes was a sharp rise in price from 6 cents 
a pound, when the association was organized in 1917, to 12 cents a 
pound in 1919 for a much larger crop. Prices in 1920 and 1921 were 
adversely affected by-business depression, but better prices were 
obtained in 1922, and in 1923 “the association held to a price too 
high to move the crop, a part of which had to be carried over into 
the next season, with a demoralizing effect on the new crop prices 
and a resultant delay in settling with growers for 1923 deliveries.” 2 
Production of prunes continued to increase as prices were stabilized 
during 1924-1926 by the development of new markets through ad¬ 
vertising. Prune-bearing acreage had increased from 108,185 acres 
in 1921 to 160,500 acres in 1926, and control through the association 
had fallen from 75 to 80 per cent to less than 50 per cent of production. 

This early experience of the Prune and Apricot Association has been 
repeated by other groups that have gained a temporary control over 
supply and price. When there is no effective control over production 
and the activities of nonmembers, price stabilization inevitably results 
in expanded output. Unless new markets can be found for the new 
production, any attempt to hold prices above a competitive level is 

1 Aaron Sapiro, in an address given before the cooperative grain marketing con¬ 
ference of all farm organizations, Chicago, July 23 and 24, 1920. 

2 Federal Trade Commission, Cooperative Marketing (Washington, D. C.: Govern¬ 
ment Printing Office, 1928), p. 103. 
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bound to fail and the association loses control of its membership. 
Nearly all cooperative groups have learned this lesson and sell at 
market prices. Good management practices are depended upon to 
make a favorable showing and to hold members in line. 

This theory of price control through cooperative organization was 
a declared policy of the Agricultural Marketing Act of 1929, under 
which a Federal Farm Board sponsored the organization of national 
cooperative marketing associations for the major farm commodities. 
In the declaration of policy in Section 1 of the act, one of the methods 
proposed to be employed was “by aiding in preventing and controlling 
surpluses in any agricultural commodity, through orderly production 
and distribution, so as to maintain advantageous domestic markets 
and prevent such surpluses from causing undue and excessive fluctu¬ 
ations or depressions in prices for the commodity.” 

This attempt also met disaster when production was expanded in 
response to prices that were stabilized above the level of the world 
market, and unsold surpluses accumulated beyond the power of the 
board to carry them. The inability of the cooperative association to 
control the production of individual members, not to mention the 
production of nonmembers, constitutes one of the major weaknesses 
of any attempt to achieve monoply control. Moreover, as prices 
improve through the efforts of association members to keep down 
their production, it then becomes advantageous to remain outside or 
to withdraw from the association in order to take full advantage, in 
increased production, of the price improvement. Under the more 
recent Marketing Agreements Act of 1937 (q.v.),it becomes possible 
to include nonmembers and trade interests in an organization to 
control marketing movements. While the cooperative is the major 
influence in these organizations, it must share control with others and 
operate under the supervision of the Federal government. 

While cooperative marketing associations have retreated generally 
from their attempts at monoply control of the market, it is not wholly 
inaccurate to say that monoply is implicit in any theory of cooperative 
marketing. The avowed purpose of cooperating groups of farmers is 
to take over the marketing system as far as their products are con¬ 
cerned and to operate this system for their own benefit, subject only 
to those restrictions on monoply present in Federal and state laws. 

Present Status of Cooperative Marketing 

In Table 80 a view is given of the progress of marketing cooperation 
by farm groups. The number of marketing associations has steadily 
declined since 1929-1930, but membership has remained very stable, 
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with some tendency to increase toward the end of the period. This 
points to consolidation of some of the smaller associations, as well as 
to the addition of new members. Purchasing associations have 
increased both in number and in membership with an accelerated 
rate of growth after 1934-1935. 


TABLE 80.—FARMERS’ MARKETING AND PURCHASING ASSOCIATIONS, 

1913 to 1943-1944* 


Period** 

Marketing 

Purchasing 

Number 

Membership 

Number 

Membership 

1913 

2,988 


111 


1915 

*5,149 

591,683 

275 

59,503 

1921 

6,476 


898 


1925-1926 

9,586 

2,453,000 

1,217 

247,000 

1927-1928 


2,602,000 


398,000 

1929-1930 

■ v> 

2,630,000 

1,454 

470,000 

1930-1931 

1 

2,608,000’ 

1,588 

392,000 

1931-1932 


2,667,000 

1,645 

533,000 

1932-1933 

9,352 

- 2,457,300 

1,648 

542,700 

1933-1934 

9,052 

2,464,000 

1,848 

692,000 

1934-1935 

8,794 

2,490,000 


790,000 

1935-1936 

8,388 

2,710,000 

2,112 

950,000 

1936-1937 

8,142 

2,414,000 


856,000 

1937-1938 


2,500,000 

'v’ 'H 

900,000 

1938-1939 


2,410,000 


890,000 

1939-1940 


2,300,000 

2,649 

900,000 

1940-1941 

7,943 

2,420,000 

2,657 

980,000 

1941-1942 

7,824 

2,430,000 

2,726 

1,170,000 

1942-1943 

7,708 

2,580,000 

2,742 

1,270,000 

1943-1944 

7,522 

2,730,000 

2,778 

1,520,000 


* Grace Wanstall, “Statistics of Farmers’ Marketing and Purchasing Cooperatives, 1943-1944,” 
U. S. Department of Agriculture, Farm Credit Administration, Miscellaneous Report 83 (Washington, 
D. C.: Government Printing Office, October, 1945). 


Growth in dollar volume of sales and purchases is shown in Table 81. 
While the phenomenal increase in rate of growth since 1939-1940 
is traceable in large part to the stimulus of the war and increase in 
the price level, there is unmistakable evidence of a rising trend of 
business, especially in the purchasing associations. The total dollar 
volume is a significant amount. 

The importance of different farm products in the activities of the 
marketing associations is shown in Table 82. Dairy products and 
the cereals are outstanding, with fruits, vegetables, and nuts, and 
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livestock making up most of the remaining total. Thus it is not 
surprising to find these associations concentrated largely (67.8% of 
the total) in North Central and Pacific Coast States (see Table 83). 


TABLE 81—FARMERS’ MARKETING AND PURCHASING 
ASSOCIATIONS: ESTIMATED BUSINESS FOR 
SPECIFIED PERIODS, 1913 TO 1943-1944* 


Period 

Marketing 

Purchasing 

Total 

Sale (in 
thousands) 

Per cent 

Sale (in 
thousands) 

Per cent 

Sale (in 
thousands) 

Per cent 

1913 

304,385 

98.1 

5,928 

1.9 

310,313 

100.0 

1915 

. 624,161 

98.2 

11,678 

1.8 

635,839 

100.0 

1921 

1,198,493 

95.4 

57,721 

4.6 

1,256,214 

100.0 

1925-1926 

2,265,000 

94.4 

135,000 

5.6 

2,400,000 

100.0 

1927-1928 

2,172,000 

94.4 

128,000 

5.6 

2,300,000 

100.0 

1929-1930 

2,310,000 

92.4 

190,000 

7.6 

2,500,000 

100.0 

1930-1931 

2,185,000 

91.0 

215,000 

9.0 

2,400,000 

100.0 

1931-1932 

1,744,000 

90.6 

181,000 

9.4 

1,925,000 

100.0 

1932-1933 

1,199,500 

89.5 

140,500 

10.5 

1,340,000 

100.0 

1933-1934 

1,213,000 

88.9 

152,000 

11.1 

1,365,000 

100.0 

1934-1935 

1,343,000 

87.8 

187,000 

12.2 

1,530,000 

100.0 

1935-1936 

l,586,000t 

86.2 

254,000* 

13.8 

1,840,000 

100.0 

1937-1937 

1,882,600* 

85.7 

313,400* 

14.3 

2,196,000 

100.0 

1937-1938 

2,050,000* 

85.4 

350,000* 

14.6 

2,400,000 

100.0 

1938-1939 

1,765,000* 

84.0 

335,000* 

16.0 

2,100,000 

100.0 

1939-1940 

1,729,000* 

82.8 

358,000* 

17.2 

2,087,000 

100.0 

1940-1941 

1,911,000* 

83.8 

369,000* 

16.2 

2,280,000 

100.0 

1941-1942 

2,360,000* 

83.1 

480,000* 

16.9 

2,840,000 

100.0 

1942-1943 

3,180,000* 

84.1 

600,000* 

15.9 

3,780,000 

100.0 

1943-1944 

4,430,000* 

85.9 

730,000* 

14.1 

5,160,000 

100.0 


* Includes the value of commodities sold or purchased for patrons and the service charges for asso¬ 
ciations rendering other essential services in either marketing or purchasing. 

t Grace Wanstall, “Statistics of Farmers’ Marketing and Purchasing Cooperatives, 1943-1944,” 
U. S. Department of Agriculture, Farm Credit Administration, Miscellaneous Report 83 (Washington, 
D. C.: Government Printing Office, October, 1945). 

$ After making adjustments for the purchasing business of the marketing associations and the 
marketing business of the purchasing associations, it is estimated that the total purchasing business 
was about as follows • 1935—1936 marketing season, $315,000,000; 1936—1937, $313,400,000; 1937—1938, 
$440,000,000; 1938-1939, $416,000,000; 1939-1940, $448,200,000; 1940-1941, in excess of $450,000,000; 
1941-1942, approximately $600,000,000; 1942-1943, approximately $750,000,000; 1943-1944, approxi¬ 
mately $1,010,000,000. 

Types of Cooperative Marketing Associations 

Cooperative marketing associations are organized along commodity 
lines. This does not necessarily restrict their activities to a single 
line, as in some of the dairy cooperatives butter, eggs, and poultry are 
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TABLE 82.—FARMERS’ MARKETING ASSOCIATIONS: NUMBER, 
ESTIMATED MEMBERSHIP, AND ESTIMATED BUSINESS, 
WITH PERCENTAGES, BY SPECIFIED GROUPS, 
1943-1944 MARKETING SEASON* 


Group 

Associations 

listed 

Estimated 

members 

Estimated 
business f 

Num¬ 

ber 

Per 

cent 

Num¬ 

ber 

Per 

cent 

Sales 
(in thou¬ 
sands) 

Per 

cent 

Dairy produc^.. 

2,286 

30.4 

702,000 

25.7 

1,203,000 

27.1 

Grain, dry beans, and rice. 

2,311 

30.7 

452,000 

16.6 

1,178,000 

26.6 

Fruits, vegetables, and nuts. 

968 

12.9 

209,200 

7.7 

797,000 

18.0 

Livestock. 

642 

8.5 

636,000 

23.3 

747,000 

16.9 

Poultry and eggs. . 

159 

2.1 

130,000 

4.8 

196,000 

4.4 

Cotton and cotton products. 

533 

7* 1 

258,000 

9.4 

189,000 

4.3 

Wool and mohair. 

135 

1.8 

107,000 

3.9 

39,000 

0.9 

Miscellaneous t. 

488 

6.5 

235,800 

8.6 

81,000 

1.8 

Total marketing. 

7.522 

100.0 

2.730.000 

100.0 

4.430.000 

100.0 


* Grace Wanstall, “Farmers’ Marketing and Purchasing Cooperatives, 1943-1944,” U.S. Depart¬ 
ment of Agriculture, Farm Credit Administration, Miscellaneous Report 83 (Washington, D. C.: Govern¬ 
ment Printing Office, October. 1945). 

t Includes the value of commodities sold or purchased for patrons and the service charges for asso¬ 
ciations rendering other essential services in either marketing or purchasing. 

$ Includes associations handling commodities not specified above, those handling several types of 
commodities, and those furnishing special marketing or other services. 


TABLE 83.—FARMERS 7 MARKETING AND PURCHASING ASSOCIATIONS: 
PERCENTAGE OF ESTIMATED BUSINESS BY GEOGRAPHIC 
DIVISIONS FOR SPECIFIED PERIODS, 1913 TO 1943-1944* 


Geographic division 

1913 

1921 

1925- 

1926 

1930- 

1931 

1935- 

1936 

1940- 

1941 

1943- 

1944 

New England. 

2.1 

1.9 

3.5 

3.8 

3.9 

3.9 

3.4 

Middle Atlantic. 

4.9 

7.5 

6.4 

10.2 

10.5 

10.3 

8.6 

East North Central. ... 

16.5 

18.1 

23.3 


25.1 


22.6 

West North Central.... 

45.1 

42.5 

34.9 


27.2 

25.8 

29.7 

South Atlantic. 

5.7 

4.0 

6.3 

5.0 

4.1 

4.9 

7.3 

East South Central.... 

3.0 

0.8 

4.9 


3.4 

2.3 

2.5 

West South Central.... 

3.1 

5.5 

5.4 


5.8 

6.0 

5.6 

Mountain. 

2.9 

2.8 

2.9 

4.1 

4.8 

4.1 

4.8 

Pacific. 

16.7 

16.9 

12.4 

14.6 

15.2 

16.7 

15.5 

Total. 

100.0 

100.0 

100.0 

100.0 



100.0 

Number of associations. 

3,099 

7,374 

10,803 

11,950 

10,500 

10,600 

10,300 


* Grace Wanstall, “Statistics of Farmers’ Marketing and Purchasing Cooperatives, 1943-1944,” 
U. 8. Department of Agriculture, Farm Credit Administration, Miscellaneous Report 83 (Washington, 
D. C.: Government Printing Office, October, 1945). 
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marketed; but the emphasis is upon one principal commodity. Types 
of organization range from a simple form of local association to large- 
scale regional organizations or federations of locals. 

The local association. The local association, which is the oldest 
form of cooperative, appeared first among dairy farmers. It grew 
naturally out of the necessity of farmers in a community to pool 
individual supplies of milk and cream for the manufacture of cheese 
and butter. Later the practice developed of delegating the sale of 
the product to one of their members or to the butter or cheese maker. 1 

Local cooperative creamery associations obtain capital by the sale 
of stock to farmer members, subscription to stock, or the payment of 
a membership fee being a condition of membership. Sales may be made 
for nonmembers, as well as members. In some cases a contract is 
made between the association and the members, governing the delivery 
and sale of the product. Payment is made by some creameries on 
a pooling basis, the price reflecting the sales value of the product, 
minus operating expenses. In other cases the price paid is in line 
with current wholesale prices of butter; this may later be supple¬ 
mented by patronage dividends based on the volume of product 
delivered to the creamery. 

Similar types of local organization are found in the marketing of 
grain through local elevators and of fruit through local packing plants. 
Livestock shipping associations are even simpler in their operation 
since generally no physical facility is required. The manager assembles 
a carload shipment of hogs or of mixed stock from several owners at a 
local yard and consigns it to a terminal commission firm for sale. 
The proceeds of the sale of each farmer’s stock are returned to him 
by the commission firm or through the association manager, each lot 
bearing its proportional part of the marketing cost. More recently, 
with the growth of direct-to-packer marketing, the association picks 
up the stock of each farmer by truck and delivers the load directly 
to a country plant or concentration yard. In the heavy producing 
areas of Illinois and Iowa, farmers have in a few cases organized 
cooperative concentration yards in which stock is bought for cash 
and sold direct to the packer. Membership in a local shipping 
association may be secured by payment of a small membership fee 
or simply by making a shipment through the association, in which 
case the fee is deducted. These are generally nonstock associations. 

Local associations, which were very numerous in the 1920 , s, have 
greatly declined in number. Many were so small as to realize none 

1 Federal Trade Commission, op. cU. t p. 234. 
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of the benefits of large volume on their costs, and they competed 
vigorously one with the other. The local association had little or 
no bargaining power in the central market and was an ineffective 
instrument for achieving the quality control or standardization so 
necessary for large-scale marketing operation. It was a natural 
sequence that many of them were federated into regional organizations 
with a centralized selling function. 

The Federated type. The federated type of cooperative is an 
“association of associations.” Local associations of producers unite 
to form digjfict and central selling agencies, for the more efficient 
marketing of their product. The contractual relation of the individual 
member is with the local association, which is itself represented on the 
board of directors of the district exchange. The district exchange, in 
turn, elects a representative to the central exchange. Not all federated 
types have district exchanges, but where these exist a contract runs 
from the local to the district and from the district to the central 
exchange. The principal features of this contract include an agree¬ 
ment that each member unit will market all its output through the 
local and district exchange and that the district, in turn, will market 
through the central exchange. The agreement further provides for 
deducting from sales proceeds sufficient amounts for defraying ex¬ 
penses, and pledges the member unit to abide by the rules of the asso¬ 
ciation regarding the standardization and branding of the product. 

The local associations in the federated type are responsible for the 
processing, grading, and packing of the products. The functions of 
the district exchange are to disseminate information from the central 
exchange to the locals, to act as sales agent for the locals, and to receive 
returns from the sale of the product and make distribution to the 
locals. While the district exchange of the California Fruit Growers 
Association has delegated to it the decision as to when to sell, how 
much to sell, in what market, and at what price, it acts largely on the 
advice of the central exchange. Final decision is with the grower 
through his local exchange. 

The central exchange is, in fact, a central sales organization, with 
district sales offices and a sales and advertising personnel, operating 
in a manner identical with that of any well-managed corporation to 
broaden the market for its products. In cooperation with the local 
and district exchanges, the central exchange sets standards for the 
preparation, grading, and packing of the product and maintains these 
standards through a system of inspection. Information on the con¬ 
suming markets is centralized by wire from district and local sales 
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offices and relayed to the district exchanges. A traffic department 
takes care of transportation arrangements and cooperates with the 
sales manager in routing cars to different markets. A research depart¬ 
ment is maintained, to discover new uses for the product and to 
develop by-product uses for cull and surplus supplies. In the fruit 

GENERALIZED FEDERATED TYPE OF ORGANIZATION 



Grower 

Many organizations have no District Associations, 
the Locals being members of the Central. 

Fig. 10. ( Ministry of Agriculture and Fisheries , Forrester , R. B., Report upon Large 
Scale Co-operative Marketing in the United States of America, Economic Series No. 4 London: 
His Majesty's Stationery Office, 1925 , p. &£.) 


industry, by-product subsidiaries are operated along with a growers’ 
supply company, which furnishes packaging materials, insecticides, 
fertilizer, etc., to members of the locals. The expenses of this head¬ 
quarters organization are borne by a deduction from the sales' pro¬ 
ceeds returnable to members. 

Thus the federated cooperative is built from the bottom up and is 
democratically controlled through the voting rights of the individual 
members in their local associations. Title to the product remains 
with the individual producer, even though his product may have been 
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pooled with that of others for purposes of sale. The member's con¬ 
tract with the local exchange and the district exchange's contract with 
the central exchange is an agency contract and not a contract that 
passes title. Through these large regional associations the efforts of 
many producers are coordinated into an effective marketing machine, 
which improves the product, increases demand, and stabilizes returns 
to the producer. Notable examples of this type are the California 
Fruit Growers Exchange, the California Walnut Growers Association, 
the Land O' Lakes Creameries (Inc.), and the American Cranberry 
Exchange. 

Centralized type. This type of association, which is of more recent 
origin than the federated, was designed to give the central selling 
authority a greater degree of control over the marketing of the in¬ 
dividual member's product. These associations are generally the 
results of a membership drive in which the effort is made to sign up 
the growers of a preponderant share of the total supply produced in a 
region or a state. Unless a certain percentage is obtained, the pro¬ 
moters will not proceed with the final steps of organization. The 
membership contract runs directly between the individual member and 
the central sales organization. It is a contract of sale by which the 
member surrenders title to the organization for purposes of sale, and 
such contracts run generally for a period of years (Fig. 11). 

The central sales organization does all the work that central and 
local exchanges do under the federated plan. If local associations are 
formed, this is only for the purpose of electing a board of directors for 
the central association or for building morale. These centralized 
cooperatives in the fruit, tobacco, and grain industries have acquired 
packing plants, warehouses, and elevators for processing and storing 
the products that they handle. Such products are generally pooled 
according to grade and sold in a seasonal or a daily pool. Advance 
payments are made to members on delivery of the commodity and 
the balance is paid on the basis of the average price obtained for the 
pool at the end of the selling season. 

This type of organization was originally formed to obtain as nearly 
as possible a monopoly control of supply, which would enable the 
growers to dictate price. This notion is not now seriously entertained, 
the prime purpose being “to control a volume of production sufficient 
to provide expert management and necessary facilities to assure 
efficient operation and to make possible an effective merchandising 
program." 1 Examples of this type of association are the Washington 
„ 1 FTC, op. dt. t p. 236. 
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Cooperative Egg and Poultry Association, the Eastern Shore of Vir¬ 
ginia Produce Exchange, the Maryland Tobacco Growers Association, 
and the Staple Cotton Growers Association. 

Terminal sales agency . This type operates most successfully in the 
marketing of livestock in the central livestock markets. It performs 

GENERALIZED CENTRAL TYPE OF ORGANIZATION 



Growers are members of the Central Organization directly 


Fig. 11. (Ministry of Agriculture and Fisheries, Forrester, R. B., Report upon Large 
Scale Co-operative Marketing in the United States of America , Economic Series No. 4, London: 
His Majesty's Stationery Office , 1925, p. 35.) 

essentially the same functions as a commission firm receiving consign¬ 
ments of livestock in carlots from country shippers for sale to meat¬ 
packing companies and commission buyers. These companies are 
incorporated under state cooperative marketing statutes. Member¬ 
ship is achieved by the payment of a membership fee, which may be 
deducted from the proceeds of the first sale at the option of the country 
shipper. Business may be accepted from nonmembers up to 50 per 
cent of the total. The agency is under the control of a board of 
directors elected by the membership, the board employing a manager. 
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Regular rates of commission are charged in nearly all cases and divi¬ 
dends are paid to members on the basis of patronage. 

A number of these agencies were set up at the instance of the local 
cooperative shipping associations, which, on some markets, are their 
principal patrons. Others are formed under the auspices of the 
National Farm Bureau Federation and the Farmers’ Union. Certain 
of these agencies in 1930 were federated into the National Livestock 
Marketing Association, which now has a membership of 20 associations. 

Bargaining association . This type of cooperative is organized 
specifically fW the purpose of bargaining on price with wholesale buyers 
of the members’ product. “Farmers hold membership directly in the 
bargaining association, sign contracts with it, agree to accept the 
prices arrived at by the association and the dealers, and become 
patrons of local receiving plants that the central association may own 
or lease.” 1 

This is the prevailing type of association that was used by milk 
producers around all large cities in bargaining with the large milk 
distributing companies. The producers sign contracts with the 
association to deliver all their milk only to those dealers who agree 
with the management board of the association to pay certain minimum 
prices for basic and surplus milk. The management board, which is 
elected on a representative basis, meets once a month with repre¬ 
sentatives of the milk distributors association and prices are agreed on. 
The dealers, in turn, agree to buy milk only from the association unless 
the supply at any time is less than the amount needed to supply 
consumers. 

Delivery of the milk is made direct to the receiving stations of the 
dealers. Payment may be made direct to the farmer, with an agreed 
deduction to cover the expense of the central office of the association. 
In other cases payment is made to the association, which distributes 
to the members after deduction for expenses is made. This association 
also undertakes to carry on an educational campaign directed at 
improvement of the product and the adjustment of seasonal supplies 
to the needs of the market; it checks weights and butterfat tests, 
watches the credit rating of dealers, and acts as arbiter in the settle¬ 
ment of differences between individual members and dealers. 

In some sections there has been a tendency for these associations to 
take over physical facilities and to perform manufacturing and dis¬ 
tribution functions. The most notable example is that of the Dairy- 

1 Barken and Schaars, op . cU. f p. 231. 
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men’s League Cooperative Association of New York, which receives 
milk from farmers located in six states, sells milk at wholesale and 
retail, and processes milk and cream into butter, ice cream, milk 
powder, etc. 

The price-making methods of these bargaining associations were 
always of doubtful legality, since the association controlled so large a 
percentage of the available supply that its agreement with the dealers 
was, in effect, a monopoly control and the price, a monopoly price. 
With the passage of the Agricultural Adjustment Act in 1933, market¬ 
ing agreements were provided for in section 8 b of the act, as amended. 1 
This section was not invalidated by the decision of the U. S. Supreme 
Court, which declared the Agricultural Adjustment Act unconstitu¬ 
tional. It was reenacted into the Agricultural Marketing Agreements 
Act in 1937 and practically all collective bargaining associations now 
operate under the provisions of this act and under the direct super¬ 
vision of the Secretary of Agriculture, as the act provides. 

The Agricultural Marketing Agreements Act is not restricted to 
cooperative associations of producers, but applies also to nonmembers 
who may wish to enter into such an agreement. The act was originally 
designed to apply to the following commodities: milk, Northwestern 
apples, pecans, walnuts, olives for canning, tobacco, asparagus for 
canning, soybeans, hops, honeybees, and naval stores. 

National marketing associations. Under the Federal Farm Board of 
1929-1930, a number of national sales agencies were set up, in an 
attempt to develop a federated cooperative marketing plan on a na¬ 
tional scale. After the demise of the Board in 1933, most of these 
reverted to their original status of regional and state associations. 
Surviving at this date are the National Wool Marketing Cooperative, 
with headquarters at Boston, which serves as a marketing and financing 
agency for 22 member associations; the American National Cooperative 
Exchange, made up of some 30 local or regional cooperatives and 
selling fruits and vegetables through branch offices or brokers in 170 

1 Sec. 86. In order to effectuate the declared policy of this title, the Secretary 
of Agriculture shall have the power, after due notice and opportunity for hearing, to 
enter into marketing agreements with processors, producers, associations of producers, 
and others engaged in the handling of any agricultural commodity or product thereof, 
only with respect to such handling as is in the current of interstate or foreign com¬ 
merce or which directly burdens, obstructs, or affects, interstate or foreign commerce 
in such commodity or product thereof. The making of any such agreement shall not 
be held to be in violation of any of the antitrust laws of the United States, and any 
such agreement shall be deemed to be lawful: Provided, That no such agreement 
shall remain in force after the termination of this Act. 
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markets; the National Livestock Producers Association, comprising 
20 terminal sales agencies; and the American Cotton Cooperative 
Association, which serves several regional associations as a national 
sales organization. 

Cooperative Purchasing Associations 

Farmers, who are in a sense manufacturers, have been at a traditional 
disadvantage in the market, as compared with producers of manu¬ 
factured goods, in that, while they sold their products at wholesale 
prices, they^vere forced to buy their machinery, equipment, and 
supplies at retail. The cooperative purchasing association is a means 
by which farmers try to overcome this disadvantage. By combining 
their individual purchases, they are able to get the same terms as 
retailers, but by going a step further to combine the purchases of many 
local groups, they are able to buy direct from manufacturers and 
primary sources of supply at wholesaler discounts. By moving from 
this point into a manufacturing operation, farm groups have found 
it possible to integrate the whole process of manufacture and dis¬ 
tribution with their function as consumers. 

The basic objectives of cooperative purchasing are (1) the realization 
of money savings in the prices paid for farm supplies, (2) the improve¬ 
ment of service and lowering of its cost, and (3) control of the quality 
of merchandise purchased. These objectives are realized by or¬ 
ganizing in such a way as to achieve volume business and by centraliz¬ 
ing the purchasing function. Operating on the cooperative principle, 
the association has a guarantee of patronage. As nearly as possible, 
business is done on a cash basis and this lowers cost and largely 
eliminates bad-debt losses. The interests of the members are pro¬ 
tected by buying only those goods which the members need, and by 
purchasing on specification. Thus quality standards are ensured. 
Quality of management is an essential and, of course, a variable factor, 
but the rapid growth of these associations is some evidence that 
management has been successful in solving the problems of these 
organizations. 

FORMS OF ORGANIZATION 1 

Cooperative purchasing by farmers was originally sponsored by 
farmers' national organizations—the National Grange, the Farmers 

1 Joseph G. Knapp and John H. Lister, Cooperative Purchasing of Farm Supplies , 
Farm Credit Administration Bulletin No. 1 (Washington, D. C.: Government Printing 
Office, September, 1935). 
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Educational and Cooperative Union, the Farmers Equity Union, and 
more recently by the Farm Bureau Federation and by state farm 
bureau organizations. Besides, groups of farmers have acted in¬ 
dependently to organize local associations. Cooperative marketing 
(selling) associations have also engaged in cooperative purchasing, in 
order to make a fuller use of their physical facilities and to provide a 
service to their members. 

Local associations . The simplest type of local is a group of farmers 
who pool their orders for supplies that they buy in quantity, such as 
feed or fertilizer. A purchasing committee negotiates a purchase from 
a manufacturer or a wholesaler on the best terms obtainable, with 
instructions as to place and time of delivery. Members are notified 
when the order is received and they haul their supplies from the railroad 
car or freight house in their own wagons or trucks. These associations 
operate on a cost basis, sharing the transportation and any incidental 
charge. The purchasing committee volunteers its services. 

A variant of this type is the unincorporated association, with rules 
for operation and a paid manager. Warehouse space may be rented 
for storing goods purchased and the small capital needed is raised 
by the collection of a membership fee. 

A third type is the incorporated association, which raises capital by 
the sale of stock to members. Such associations may operate ware¬ 
houses where stocks are carried, so the members may call at any time 
to make their purchases. Cooperative feed stores and oil stations are 
examples of this type. Management is in a board of directors, elected 
by the members. A hired manager is paid on either a salary or a com¬ 
mission basis. 

A somewhat different type of incorporated association operates only 
as a buying agent, its function being to bargain for prices with sup¬ 
pliers. No facilities are operated, delivery being made to a central 
distributing point. Members receive the benefits of the discount 
obtained and pay a fee or a commission to cover the cost of service. 

Regional associations . These associations are of the federated or 
centralized type and, in some cases, combine the features of both. 
In the federated type local associations combine to form overhead 
wholesale purchasing organizations. Each director on the board of 
the federated association represents one or more locals. These asso¬ 
ciations are incorporated under state laws and operate warehouses, 
manufacturing plants, and oil-distributing plants. Distribution of 
purchases is made through the locals. Some federated associations 
operate on a brokerage or a commission basis. They do not have 
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warehouse facilities, supplies being delivered direct to the local 
associations. 

In the centralized type, individual members are affiliated directly 
with the central buying organization. These associations integrate 
both wholesale and retail functions, since they buy at wholesale and 
distribute direct to members at retail through local representatives, 
warehouses, or retail stores owned by the association or working under 
an agreement to act as distributors. Distribution is made also 
through local cooperative associations. 

These larg§~scale buying associations obtain supplies direct from 
manufacturers and primary sources. A considerable volume is bought 
from farmers’ cooperative marketing associations. Trading is gen¬ 
erally on a cash basigi. Merchandise is priced to members mostly on 
a “prevailing-price” basis, though many associations use a cost-plus- 
handling-charge basis or a combination of these two methods. Patron¬ 
age dividends are prorated on a basis of each member’s share of the 
total business done. 

ORGANIZATION AND OPERATIONS 

Space does not permit a detailed discussion of the operations of 
these associations. One of the most important and the most com¬ 
plicated in its organization is the Cooperative Grange League Feder¬ 
ation Exchange, Inc., known as the GLF. It services 250,000 farmers 
in New York, Northern Pennsylvania, and New Jersey. It maintains 
manufacturing and processing plants for feed, seed, fertilizer, and 
paint, and operates a chain of 196 GLF retail stores and 378 GLF 
“agent buyers.” These latter are private retail stores that are 
granted a franchise to handle GLF supplies, which they sell at sug¬ 
gested resale prices. Including machinery service stations, petroleum 
bulk plants, and other selling agents, the association has a total of 
704 retail outlets. This organization did a total volume of $99,991,584 
in 1944, the largest items being feed, flour and cereals, fertilizer and 
lime, petroleum products, seed and seed potatoes. 1 

Government Aid 

Cooperative marketing by farm groups has at various times received 
the support and financial assistance of the Federal government. The 
passage of the Capper-Yolstead Act in 1922 provided a basis for the 

1 Joseph J. Knapp and Jane L. Scearce, Handbook on Major Regional Farm 
Supply Purchasing Cooperatives , 19J+3 and 1944 , Farm Credit Administration (Wash¬ 
ington, D. C.: Government Printing Office, 1945). 
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organization of cooperatives doing an interstate business and gave 
them wide latitude for controlling the marketing of their crops without 
coming into conflict with the Sherman or Clayton antimonoply acts. 
Reference has already been made to the experiment of the Federal 
Farm Board. This was preceded by the passage of the Cooperative 
Marketing Act (1926), which set up a division in the U. S. Department 
of Agriculture for the promotion of cooperative associations. This 
division was merged with the Farm Board, and its functions are now 
lodged with the cooperative division of the Farm Credit Administration. 

The Federal intermediate credit banks, set up in 1923, were author¬ 
ized to make direct loans to farmers’ cooperative marketing, purchas¬ 
ing, and business associations. Under the Farm Credit Act of 1933, 
a central bank for cooperatives was organized with headquarters in 
Washington and with 12 regional banks, one in each farm credit 
district. The purpose of these banks is to serve the special needs of 
cooperative associations marketing farm products, purchasing farm 
supplies, or furnishing business services to members. Up to June 30, 
1944, almost two billion dollars credit had been extended by these 
banks to cooperative associations. 

There is at present a considerable controversy as to whether the 
earnings of cooperative associations should be subject to corporation 
income tax. The British government has already levied an income 
tax against the consumers’ cooperative associations in Great Britain. 
Some portion of the income of marketing cooperatives is derived from 
sales to nonmembers and is thus a taxable profit under internal 
revenue law. The issue seems to be whether other income, which 
the cooperatives class as “savings” and which is disbursed as dividends 
or held in necessary reserves, should also be taxed. Private business, 
which meets the competition of cooperative enterprise, cannot escape 
the payment of income taxes and is thus at some disadvantage in the 
competitive struggle. The fact that private business has become 
sensitive to the pressure is the best evidence of the progress that 
these cooperative business associations have made. 

QUESTIONS 

1. What are the essential characteristics of a cooperative selling agency? 

2. Does membership in a cooperative increase or decrease risk for the member? 

3. What operating advantages can be claimed for the cooperative marketing 
association? 

4. How do you classify the income of the cooperative and how is it distributed? 

5. Discuss the control function of management in the cooperative selling type. 
To what extent is it monopolistic? 
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6. What are the difficulties that cooperatives experience when they try to control 
price? 

7. What conclusions can be drawn from the data of Tables 80 and 81? 

8. Why should cooperative marketing be localized more in some commodities 
than in others? in some regions than others? 

9. Describe the local cooperative type of association. 

10. Contrast the organization of federated with the centralized type of marketing 
association. 

11. Which type (federated or centralized) gives greater control over the marketing 
function? 

12. Why have not more marketing cooperatives established terminal sales agencies? 

13. How hasJJje operation of the “bargaining association” been modified by the 
Marketing Agreements Act? 

14. Does the cooperative purchasing association differ in principle from the 
marketing association? 

15. What principles of operation does the purchasing association emphasize? 

16. How has the Federal government assisted cooperative marketing groups in 
agriculture? 
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CHAPTER XIX 


THE MARKETING OF AGRICULTURAL PRODUCTS: 
AGENCY STRUCTURES OF THE 
CENTRAL CASH MARKETS 

Central markets for agricultural products are focal points for the 
major concentration of these products. They are found in cities of 
considerable size that are strategically located with respect to surplus 
producing areas, on the one hand, and to large consuming areas, on the 
other. Such points also are favored in the prevailing system of freight 
rates. The interior central markets are roughly on a north-south axis, 
intermediate to the surplus producing areas west of the Mississippi 
and Missouri rivers and the densely populated states east of the 
Mississippi and north of the Ohio and Potomac rivers. Duluth, 
Minneapolis, St. Paul, Milwaukee, Chicago, Indianapolis, Omaha, 
Denver, St. Louis, Memphis, Kansas City, St. Joseph (Mo.), New 
Orleans, Fort Worth, and Houston are in this group. 

Before rail transportation became important, central markets were 
located along the waterways on an east-west axis dividing the agri¬ 
cultural South from the manufacturing North. St. Louis, Cincinnati, 
Wheeling, Pittsburgh, and Baltimore were in this group and these 
markets, with the possible exception of Wheeling, are still important. 
The large seaports are generally included in the class of central markets, 
since, in a very real sense, they are intermediate to foreign importing 
and exporting countries and the United States. 

The functions of these markets have been described as those of 
“concentration, equalization, and dispersion.” 1 This definition gives 
major emphasis to the physical concentration and handling of product. 
While this is a major function, it should be noted that, as a result of 
improved transportation and communication and improved grading, 
these markets have increasingly become transaction centers. Buying 
and selling are carried on in the central market, but many shipments 
move directly from origin points in the country to destinations beyond 
the market. Moreover, much buying and selling occur without the 

1 Fred E. Clark and Carrie Patton Clark, Principles of Marketing (New York: 
The Macmillan Company, 1942), Chaps. I and VI. 
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physical transfer of any commodity. These transactions are incident 
to what is, perhaps, the major function of these markets, £.e., the 
determination of market prices. As we shall see later, these prices 
become base prices for the many transactions that take place at local 
country-point markets. It is through these price relationships that 
central markets exert a dominant influence over areas from which 
supplies are drawn, each market having a unique advantage over other 
competing markets in territory in which its prices to shippers are 
highest. The same is true to a less extent in distribution areas (see 
Chapter XXtt). A central market, therefore, comprehends not only the 
marketing activities that go on within the market place itself, but also 
those trade relations which integrate the market place with its sur¬ 
rounding territory. The central markets themselves are related in an 
intricate pattern of price relationships, which for some commodities 
is world wide. 

Facilities of the Central Market 

It is characteristic of these markets that they are strategically located 
with respect to transportation routes and rates and plentifully supplied 
with transportation facilities. Rail and highway routes converge at 
these points and trunk lines lead away from them to the consuming 
markets. Hundreds of miles of terminal trackage for receiving and dis¬ 
patching rail freight and for holding cars on track for inspection and 
reconsignment, and industry tracks for unloading, are part of the trans¬ 
portation equipment. Special concentration yards for the handling of 
perishable freight, belt-line systems for expediting the movement in 
and out of the terminal, icing facilities, and equipment for transferring 
freight from rail to water carriers are examples of special kinds of 
service. 1 

Closely related to transportation are the warehouse facilities so 
necessary to the performance of the storage function that is proper to 
the central market. Such annual crops as the grains, cotton, and wool, 
and such perishables as butter, eggs, cheese, dressed meat, poultry, 
apples, and pears are all stored in large quantities in central markets. 
As has already been described in Chapter III, these warehouse facilities 
are especially adapted to the commodities handled and are a strategic 
element in the merchandising of the products that are handled there. 

Located in nearly all central markets are important processing in- 

1 Edward A. Duddy and David A. Revzan, The Use of Transportation Facilities 
in the Chicago Fruit and Vegetable Market , Studies in Business Administration, Vol. X, 
No. 4 (Chicago: University of Chicago Press, 1940). 
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Fra. 12.—Railroad terminal facilities at Chicago, 
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dustries, which have ready access to supplies of agricultural raw ma¬ 
terials. These industries also find a market for part of their products in 
the large cities in which most of these central markets are found. Their 
presence is an important factor in attracting supplies to the market. 

In the central market are the market places: public stockyards, trad¬ 
ing exchanges, auction markets. These are organized markets in which 
trading is governed by the rules of the exchange or the operating com¬ 
pany. In certain cases—as for livestock, cotton, fruits and vegetables, 
and grain—trading is under the general supervision of the Federal 
governmentTThe presence of these organized markets gives a unique 
character to the central markets, since they are found only in such 
centers. As necessary equipment for these organized markets, one finds 
an elaborate commufiication service concentrating market news from 
all parts of the world to the trading floor of the exchange, and dissem¬ 
inating prices and market news to the surrounding territory from which 
the central market draws its patronage (see Chapter V). 

Specialized banking and insurance services are available to operators 
in these markets. As has so frequently been demonstrated, credit ex¬ 
tension is a major technique of the central-market operator for building 
business. The large city banks are the pools of credit on which he draws 
to finance country assemblers and producers of the commodities that 
he handles. Special departments of the larger banks and trained per¬ 
sonnel facilitate the financing of these large-scale operations. 

Not to be overlooked is the fact that concentrated in these central 
markets is a very large body of highly trained people who spend their 
lives in the buying and selling of particular commodities. They have 
expert knowledge of the commodity itself, of its sources of supply, and 
of all the various market outlets. The buying power of the market is 
reflected through their operations, and it is upon their skill in finding 
outlets at profitable prices that producers in the country finally depend. 
Since in most cases they become the owners of the commodities that 
they handle, they bear a very large risk—a risk that is magnified by the 
fact that annual crops come to market in a relatively short period of 
time but must be carried throughout the long period of consumption 
until the next crop becomes available. 

Finally there are the regulatory agencies of the Federal and state 
governments. Food and fiber, which are the products of agriculture, are 
so necessary to the life of the nation that government has seen fit to 
exercise a power of control over trading operations in organized mar¬ 
kets. This is particularly the case where future trading is practiced and 
prices are sensitive to supply-and-demand factors as they are inter- 
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preted by traders. Trading practices, grading, and inspection are subject 
to government regulation and control. Those charged with the admin¬ 
istration of these regulations have their offices in the trading markets 
themselves. Such, then, are the facilities of a large central market. 

Marketing Agencies of the Central Cash Market 
for Livestock 1 

In describing the marketing agencies and their methods of operating, 
it is necessary to distinguish the “cash” market, in which the transac¬ 
tions involve the transfer of actual merchandise, from the “futures” 
market, in which contracts for the sale or purchase of commodities to 
be delivered at some future date are traded. While many of the agencies 
operate in both types of market, the techniques of trading differ radical¬ 
ly. To avoid confusion, it is also desirable to distinguish the marketing 
agencies according to the different commodities handled, since type of 
agency and method of operation differ from one commodity to another. 
Within this framework we shall further distinguish those agencies which 
take title to goods from those which act only as agents in the legal sense. 

Public stockyards. Peculiar to the central market are the public 
stockyards, into which rail and truck shipments of livestock are con¬ 
centrated for sale. The stockyards property is owned and operated by a 
private corporation . 2 The yards company furnishes physical facilities, 
such as unloading platforms, pens, scales, office buildings for commis¬ 
sion firms, etc. The company also furnishes feed and water for livestock, 
for which a charge is made. Additional revenue is obtained from the 
rental of pens and the weighing of stock. The company does not buy or 
sell or receive any livestock on commission. Packing plants are located 
in or near the yards. 

Commission firms. Practically all livestock entering the yards that 
have not previously become the property of the meat-packing company 
are sold through commission firms. These firms are nearly all partner¬ 
ships. They maintain offices in the yards, employ skilled salesmen, and 
in most cases do business only on a single market. Consignments are 
solicited from stockmen and shipping associations in the country. These 

1 For details of the organization of the central livestock market, see Edward A. 
Duddy and David A. Revzan, Changing Relative Importance of the Central Livestock 
Market, Studies in Business Administration, Vol. VIII, No. 4 (Chicago: University 
of Chicago Press, August, 1930), Chap. I; also, A. A. Dowell and K. Bjorka, 
Livestock Marketing (New York: McGraw-Hill Book Company, Inc., 1942), Chap. VI. 

2 The large meat packing companies were formerly principal owners of stockyard 
properties but, by agreement with the Federal government, have divorced themselves 
from such ownership. 
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firms also buy feeder cattle on the market, on commission, for their 
farmer clients. 

The commission firm receives the carlot or truck shipment, cares for 
it while it is in the yards, displays the animals to packer buyers, sells at 
the best prices obtainable, and remits the proceeds—less expenses and 
commission—to the client in the country. Commission firms often make 
advances to country shippers on consignments and also finance the 
purchase of stocker and feeder animals bought on the market for the 
account of a feeder in the country. The commission firm is a member of 
a local live stock exchange, which agrees on uniform rates of commission 
and prescribes a code of trade practices for its members. All rates must 
be approved, however, by the government regulatory body, the Packers 
and Stockyards Administration. By the rules of their exchange, live¬ 
stock commission firms are forbidden to give rebates to shippers or to 
trade on their own account. 

Cooperative livestock commission companies operate on all the large 
livestock markets. Shipments are solicited from local cooperative ship¬ 
ping associations and also from individual shippers. Their methods of 
operating are identical in most cases with those of private firms, except 
for the payment of patronage dividends to their members. These ter¬ 
minal sales agencies have been quite successful and, on some markets, 
do a large share of the total business. 

Packer buyers . On the buying side of the market are found various 
kinds of packer buyers and dealers. Salaried buyers who specialize ac¬ 
cording to the species of livestock are employed by the large packing 
companies. They operate under the supervision of a head buyer, who in 
turn is responsible to an executive of the company in general charge of 
purchasing a particular species of animal on all the large livestock 
markets of the Middle West. The number and kind of stock to be 
bought are determined in advance, and price limits are set for the guid¬ 
ance of the buyers who are allowed considerable freedom of action. The 
large packing companies who are the principal buyers on these markets, 
buy all kinds and qualities of stock. 

Salaried buyers for small independent plants located near the yards 
compete for a share of the supply. Most of these buy only hogs. More 
important is the order buyer who buys carlot quantities of good quality 
stock, mostly hogs, for the account of packers located in states east of 
Illinois. The order buyer may shift his buying from one market to an¬ 
other or to concentration yards in the country, in order to get animals 
of the required quality for his client. For his services he is paid a com¬ 
mission. 
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Dealers . In the central livestock markets are also dealers, or traders, 
who buy and sell on their own account. They have their own local ex¬ 
change and trading rules. These dealers buy from the commission firm 
and sell through the commission firm to packers and to feeders in the 
country. They buy cattle of stocker and feeder type in competition 
with packer buyers and make up carlot quantities of uniform size and 
weight for sale to feeders off the market. In the hog market they buy 
shipments of uneven quality and size. By sorting and grading, the 
trader is able to offer a more attractive lot of hogs to the packer. A gain 
in weight is often realized in the short period (one day) during which 
the hogs are held off the market. The packer generally refers to the 
trader as a “scalper,” since the latter often compels the packer to pay 
a higher price than he would otherwise pay for the original load. All 
these agencies operate under the general superivision of the Packers and 
Stockyards Administration of the Federal government, which has au¬ 
thority over all fees for services and which is charged with the preven¬ 
tion of all unfair and monopolistic trading practices. 

Marketing Agencies of the Central Cash Markets 
for Grain 

Commission merchants. The cash grain commission merchant is an 
important figure in the terminal grain market. Unlike the commission 
merchant in the livestock market, he buys grain on his own account, 
as well as receiving on consignment from country shippers. He belongs 
to a local commission merchants’ association, which sets up a code of 
fair trade practices, and his firm generally holds a membership on the 
board of trade or the grain exchange. The rules of the exchange pre¬ 
scribe uniform rates of commission that must be charged on consigned 
grain . 1 The principal function of the commission merchant is to find a 
market for the country shipper’s grain. 

In handling consignments, the commission merchant sees that the 
carload of grain that arrives in the terminal is properly graded. He ob¬ 
tains possession of the car for purposes of sale by taking up the draft 
that is usually drawn against him by the shipper and thus obtains from 
the bank the bill of lading. Cars are offered for sale on the floor of the 
trading exchange, where space is reserved for cash grain trading. Sam¬ 
ples drawn from the car and officially graded by the state grain inspec- 

1 In the Chicago market, consigned grain and grain sold “to arrive” are handled 
by the commission merchant, and uniform rates of commission are charged on “to- 
arrive” sales for nonmembers of the Board of Trade. Grain and Its Marketing , 
p. 133. 
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tion service are available to buyers. Purchase is generally made on a 
sample, rather than a grade, basis. Commission salesmen have expert 
knowledge of the different grains in which they deal and know well the 
type of demand of the different grain buyers. Unless the country eleva¬ 
tor asks to be advised on market conditions before a sale is made, the 
commission merchant sells the car at the best price obtainable as soon 
as samples are available. The price is based on the current future price, 
either a premium or a discount, to facilitate hedging by the buyer. 

When the country elevator buys grain from the farmer, it often 
hedges the ^pain in the futures market by selling a like amount of 
futures to protect against price decline while the grain is the property of 
the elevator. The hedge sale is made through the commission firm in 
the terminal market.cWhen the grain is sold on the floor of the exchange, 
the commission firm removes the hedge by immediately buying in the 
previously sold futures contract. After the car is sold, it moves to an 
elevator, where it is unloaded and the weight of the grain is determined 
under the supervision of the weighmaster of the board of trade or the 
grain exchange. Settlement with the buyer is made on the basis of this 
weight. The commission firm then proceeds to render to the shipper an 
account of sales showing the price received, the gross receipts, deduc¬ 
tions for freight, weighing, inspection, sampling, and commission, and 
the amount of the draft, with interest thereon. A check is sent to the 
shipper for the balance due him after the deductions are made. 

Commission firms sell grain to large terminal elevators, which store 
and condition grain; to processing industries (flour mills, corn-process¬ 
ing plants, and feed manufacturers); to independent dealers who do 
not have storage facilities of their own; and to order buyers who buy 
for companies outside the market, on a commission basis. 

In making a consignment sale, the country shipper takes the full risk 
of the market, since he retains title until the grain is sold in the ter¬ 
minal. Much grain is sold on a “to-arrive” basis and some “on-track” 
at the country shipping point. By these methods of sale the country 
elevator or shipper is able to obtain a firm price before the grain is 
shipped, thus shifting to the buyer any risk of price change or deteri¬ 
oration while the grain is in transit. Commission firms buy grain for 
their own account by both these methods, but mostly on a “to-arrive” 
basis. 

Bids to the country are put out at the close of the market each day 
and also during a trading session. The commission firm first obtains 
from terminal market buyers some notion of what they are willing to 
pay for given grades of grain delivered on track in the terminal in 5,10, 
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20, and up to 30 days. On the basis of these offers, the firm puts out 
net bids to the country elevators, deducting freight, commission, etc. 
By accepting one of these bids, the shipper is assured of his price before 
the grain is loaded out, provided only that delivery is made according 
to the contract. When the commission merchant receives the elevator’s 
offer to sell, he adds the service charges and tries to sell the grain to a 
terminal market buyer at that price. If he is successful, the grain is 
shipped and the shipper instructs the commission merchant to apply 
the car on the “to-arrive” contract. The commission firm realizes as 
profit the difference between the price received from the terminal buyer 
and the price paid to the country shipper, plus freight, and the charges 
for inspection, weighing, and sampling. 

Terminal elevators . The terminal elevator company is a grain mer¬ 
chant or dealer buying and selling grain for profit. There are some grain 
merchants who do not operate elevators but make use of public eleva¬ 
tors or lease space in private elevators. The terminal elevator company 
is the largest buyer and merchandiser of grain in the central market. 
Some of these companies operate line elevators in the country for the 
purchase of grain from farmers, but they all buy grain from commission 
merchants in the terminal market and make bids to country elevators 
on a “to-arrive” or an “on-track” basis. Such a company has a head 
office in one market, but operates branch offices and elevators in several 
central grain markets. The strategic value of the control of storage 
space is nowhere better illustrated than in the case of the terminal grain 
elevator. Because grain cannot be handled economically in bulk, or 
stored in any other way than in a grain elevator, a natural advantage 
in competition accrued to those operators who controlled terminal- 
elevator properties. Those merchants who were not so fortunate, and 
who wished to hold grain in storage, by necessity paid storage charges 
to the elevator company, which had departed from its original function 
as warehouseman to become a buyer of grain on its own account. 

The purchase of consigned grain from the commission merchant is on 
the basis of the current market price for the grade as determined by the 
sample drawn from the car. Purchases “to arrive” or “on track” are 
made in the same manner as those made by the commission merchant. 
Thus the elevator company is a competitor of the commission merchant 
in making bids to the country. Terminal elevators and other merchants 
may also buy grain through brokers from country shippers by making 
track bids. All grain bought is immediately hedged in the futures mar¬ 
ket, so that the price paid for the cash grain must bear such a relation 
to the future price in which the grain is hedged that the elevator’s 
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cost of handling and expected profit are covered. This spread between 
the cash and the future price is called the “basis.” Cash prices are 
quoted at a premium or discount with respect to the nearest future 
price. The actual price paid is of not so much consequence to the eleva¬ 
tor as the relation of the cash price to the future price in which the grain 
is hedged. The hedging operation will be discussed at a later point. 

Terminal elevators have the option of delivering grain against future 
contracts already sold, or of merchandising the grain to industrial users, 
or of selling for export. Since no premiums are paid for top quality 
within a deliverable grade when the grain is delivered out on futures, 
more profit t?to be made by merchandising the grain. These elevators 
sell much grain by grade, but increasingly they have given more atten¬ 
tion to the special needs of industrial buyers. They try to meet the 
demand of the flour-tnilling company for high-protein wheat, and of 
cereal manufacturers for plump white oats, etc. Other opportunities for 
profit derive from the conditioning of off-grade grain and the mixing of 
different grades to improve the average grade of grain in the bins. 

Sales are made to processors, millers, feed companies, seed com¬ 
panies, exporters, and grain dealers in other markets. Some large eleva¬ 
tor companies maintain their own export departments. When the proc¬ 
essing industries are in or near the central market, they have their own 
buyers on the floor of the exchange. Sales by the elevator company to 
industry buyers outside the market may be made through branch sales 
agencies or through brokers. A variety of methods is used in quoting 
prices to buyers outside the market. 

Cash grain brokers. The business of the cash grain broker is to bring 
buyer and seller together. He acts as an agent for either the buyer or the 
seller and, when an agreement has been reached on prices and terms, he 
discloses the name of his principal and steps out of the transaction. For 
this service he receives a brokerage of a fraction of a cent a bushel. His 
compensation is much less than that of the commission firm, because 
he does not handle the commodity physically or make cash advances, 
so he is not exposed to the same degree of risk as the commission mer¬ 
chant. The broker frequently assists in clearing commitments in the 
futures market; he often buys a hedge for his principal and may often 
close out the hedge by agreement with the second party to the trans¬ 
action. 1 

Cash grain brokers operate most frequently in the smaller grain mar¬ 
kets, where there is no grain exchange. Dealers in the larger markets 

1 Report of the Federal Trade Commission on the Grain Trade (Washington, D. C.: 
Government Printing Office, 1922), Vol. Ill, Chap. VI. 
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often sell through brokers in the consuming territories where they have 
no branch offices. Small millers and manufacturers purchase largely 
through brokers. The broker may or may not be a member of a trading 
exchange. He relies for market-price information chiefly on private wire 
service furnished by large Chicago operators who value his patronage. 

Grain exporters. Grain exporters are of three types i 1 (1) the terminal 
elevator company, which operates an export department but sells 
mainly to the domestic market; (2) the international grain firm, with 
its head office in a European city and branch offices in the United States 
and Canada and other grain producing countries; and (3) foreign mer¬ 
chants who have branched into domestic business in the United States 
through the acquisition of terminal elevators. The international grain 
firm buys grain through its branch offices in the principal grain markets. 
This firm has no terminal elevators and buys from domestic grain mer¬ 
chants, rarely from country shippers. The broker in the seaboard mar¬ 
kets is also a medium for the purchase of grain by the grain exporter. 
Space does not permit a detailed discussion of the operations of grain 
exporters. 2 Exports of grain from the United States have declined very 
greatly since the First World War. Government subsidy has been used 
on occasion to stimulate exports. Except for wheat, it is unlikely that 
any sustained volumeof grain exports from this country will be resumed. 

Processing industries. Methods of buying grain differ according to 
the different industries. As we have seen in the preceding chapter, some 
of these industries buy from farmers and assemblers in the local mar¬ 
kets. Some wheat-flour-milling companies maintain line-elevator com¬ 
panies in the country. All these grain-manufacturing industries have 
more or less storage space adjacent to their mills where a stock can be 
carried. Some of these industries have decentralized their operations so 
that they buy directly from farmers in the grain-producing territory. 
The larger processors having plants in the central market buy the bulk 
of their grain on the grain exchange where they can find the greatest 
variety and largest quantities available. These companies have their 
own salaried buyers, who buy from commission merchants and ter¬ 
minal elevators. Smaller processors outside the market purchase 
through brokers, while a third group buy only from terminal elevators 
or grain merchants. 

1 Grain and Its Marketing, op. cit., p. 225. 

2 See Federal Trade Commission, Methods and Operations of Grain Exporters\ 
Vols. I and II, May, 1922; and “Methods of Merchandising American Wheat in the 
Export Trade,” by Theodore D. Hammett, U. S. Department of Commerce, Trade 
Information Bulletins 183 and 185, February, 1924. 
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The primary problem of the processor is to obtain the type and qual¬ 
ity of grain required for a given manufacturing process. Thus the flour 
manufacturer may blend a variety of kinds of wheat to make a particu¬ 
lar brand of flour. The industry buyer buys both by grade and by 
sample; often tests are applied that reflect actual manufacturing con¬ 
ditions before purchase is made. Processors who buy large quantities 
of grain have a risk problem when these purchases are not offset by the 
sale of the finished products. At times, forward sales of product are 
made before the grain for its manufacture has been bought. In either 
case the manufacturer is exposed to a price risk, which he tries to cover 
by hedging in the futures market. Discussion of these methods is de¬ 
ferred to a later point (see pages 411 to 412). 

Marketing Agencies of the Central Cash Markets 
for Cotton 

Space does not permit detailed discussion of the agencies operating in 
the cash market for cotton. In many respects, the cotton market re¬ 
sembles the grain market. Cotton is a storable commodity, assembled 
from many local assembly points into warehouses at the large cash 
markets in the south, 1 and at the export points, Savannah, New Or¬ 
leans, and Houston. The cotton commission firm is the dominant figure 
in the cotton trade, being comparable to the terminal elevator company 
in the grain trade. The commission firm buys in the country, receives on 
consignment, and sells in the spot markets and the foreign markets. 
The export market for cotton is much more important than the export 
market for grain. In the spot markets, purchases are made by mill 
buyers from brokers, cooperative associations, and small merchants, 
as well as from large commission houses. There has been a considerable 
amount of decentralization of the textile industry in the South, which 
permits the mills to buy in local markets. Organized cotton exchanges 
in New York, New Orleans, and Memphis trade both in cash and in 
futures. Price risk is just as urgent a problem in cotton marketing as in 
grain, and hedging in the futures market is carried on in much the 
same manner as in the grain market. 2 

1 Greensboro, Charlotte, and Gastonia, in North Carolina; Spartenburg and 
Greenville in South Carolina; Atlanta and Augusta in Georgia; Boston and Fall 
River in Massachusetts; New Orleans in Louisiana; and Houston and Galveston 
in Texas. 

2 For further details of the organization of the cotton market, see Alston Hill 
Garside, Cotton Goes to Market (New York: Frederick A. Stokes Company, Inc., 
1935); and Alonzo B. Cox, “Cotton Prices and Markets,” U . S. Department of 
Agriculture Bulletin 1444, December, 1926 (Washington, D. C.: Government Print¬ 
ing Office, 1926). 
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Marketing Agencies of the Central Cash Markets 
for Fruits and Vegetables 

The commercial fruit-and-vegetable industry is a comparatively new 
enterprise, as compared with the livestock, grain, and cotton markets. 
Improvements in transportation and refrigeration started in the 1870*8 
laid the foundation of the new industry. These improvements made it 



possible to shift the production of these commodities from truck-garden 
districts close to the city to distant and more fertile areas of production. 
Whole districts specialize in the growing of a single crop, as is the case 
with the citrus fruits, California lettuce, Texas onions, Northwestern 
apples, and Idaho potatoes. Many of these areas are at a maximum 
distance from the consuming markets and most of these commodities 
are highly perishable. The markets for the perishables are in the larger 
cities. Wide-variety, small-unit demand characterizes the buying in 
retail markets. Since 1920 the tonnage of fresh fruits and vegetables 
moved by rail and truck has increased phenomenally, thus placing an 
added strain on the marketing mechanism. 1 

1 For further detail of the growth of the commercial fruit and vegetable industry 
see the Edward A. Duddy and David A. Revzan, Physical Distribution of Fresh 
Fruits and Vegetables, Studies in Business Administration, Vol. VII, No. 2 (Chicago: 
University of Chicago Press, February, 1937); also, Wells A. Sherman, Merchan¬ 
dising Fruits and Vegetables . 
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It is apparent from the above that the distribution of these com¬ 
modities calls for rapid movement and efficient handling and the as¬ 
sumption of large risks of price fluctuation and deterioration. These 
commodities are not so well graded as grain and cotton, and most of 
them cannot be stored. One must not expect to find, therefore, the same 



Fig. 14.—Rail terminals serving the wholesale fruit and vegetable market. 


high degree of organization of the market as exists for more durable 
goods. A considerable quantity of fresh fruit now reaches the market 
in frozen form. This comparatively new industry is having an important 
effect on the fresh-fruit trade. Table 84 shows the increase in the froz¬ 
en-fruit pack since 1942. 

The central market for fruits and vegetables is organized in part 
around a transportation facility in which only carlot sales are made, 
and in part around a jobbing market where carlot quantities are broken 
down for sale to retailers in and near the city in which the market is 
located. The jobbing market is generally at a different location from the 
terminal yard, the produce being hauled by truck from the terminal to 
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the market place. In the larger cities, more than one jobbing market 
may be found. 1 

A third facility of the central wholesale market for fruits and vege¬ 
tables is the fruit auction, where certain varieties of fruit and some 
vegetables and nuts are sold. The auction is an appurtenance of the 


TABLE 84.—FROZEN-FRUIT PACKS IN THE UNITED STATES* 

In pounds 


Fruits 

1942 

1943 

1944 

Blackberries. 

8,229,190 

8,309,453 

16,173,214 

Blueberries. 

1,716,156 

2,700,148 

4,962,721 

Boysenberries. 

2,060,806 

1,669,418 

4,194,318 

Gooseberries. 

613,904 

1,180,224 

1,646,307 

Loganberries. 

2,651,803 

1,288,506 

3,098,304 

Black raspberries. 

6,207,453 

5,366,594 

5,622,655 

Red raspberries. 

14,205,620 

14,607,642 

13,117,060 

Strawberries. 

63,776,203 

29,828,978 

34,825,459 

Youngberries. 

2,146,246 

l]249,043 

2,477,442 

Cherries, red sour. 

41,819,884 

23,005,362 

55,058,949 

Currants. 

3,403,743 

2,598,496 

4,820,205 

Apples and applesauce. 

15,110,065 

27,810,135 

52,390,891 

Apricots.. 

5,264,556 

10,012,121 

41,367,888 

Peaches. 

13,801,217 

17,008,527 

45,562,689 

Prunes. 

2,855,724 

22,139,794 

18,097,764 

Miscellaneous fruits. 

10,782,353 

18,492,418 

19,221,668 

Total. 

194,644,923 

187,266,859 

322,637,534 


* Source of information: Weekly journal of the canning and allied industries, “The Canning Trade 
Almanac (Baltimore: The Canning Trade, 1945). 


wholesale market, since the purpose is to break full carlots into units of 
sale desired by jobbers and large retailers. 

Wholesale carlot receiver . The principal merchant in the central 
market for fresh fruits and vegetables is the wholesale carlot receiver. 

1 Edward A. Duddy and David A. Revzan, “Transportation and Marketing 
Facilities for Fresh Fruits and Vegetables in Chicago,” Journal of Business of the 
University of Chicago , July, 1939, pp. 280-297; and The Use of Transportation Facilities 
in the Chicago Fruit and Vegetable Market, Studies in Business Administration, 
Vol. X, No. 4 (Chicago: University of Chicago Press, August, 1940); also, William 
C. Crow, Wholesale Markets for Fruits and Vegetables in Jfi Cities , U. S, Department 
of Agriculture Circular 463 (Washington, D. C.: Government Printing Office, 
February, 1938). 
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As the title indicates, this firm deals mainly in carlot quantities, buying 
on track at country shipping points through its own salaried buyers or 
through brokers. The receiver may also buy on a delivered price basis, 
in which case a price is agreed upon when the sale is made, but the car 
is sold subject to inspection on arrival in the terminal. If there is doubt 
in the buyer’s mind about the condition of the car, he may refuse to pay 
the price agreed upon. Unless the seller calls for inspection by the U. S. 
Department of Agriculture, the buyer fixes the value on the basis of 
current market prices. 1 The carlot receiver may act as a distributor for 
a particulaf^acker or shipping association. On occasion, too, the re¬ 
ceiver finances the producer of winter vegetables. 

The wholesale carlot receiver sells principally to buyers in other 
markets than the o*e in which he is located. In this respect he differs 
from the jobber, who sells only in a single market. Sales are made by 
the receiver to other wholesalers and jobbers off the market and to job¬ 
bers in the local market. Off-the-market sales are made by wire or tele¬ 
phone and through brokers located in the terminal. Sales off the market 
may be on an f.o.b. or a delivered basis. On a delivered sale it is the 
usual practice for the seller to draw a 7-to-10-day draft against the 
buyer. After inspection of the car, the buyer takes up the draft and gets 
possession of the car. In the local market the receiver sells some cars on 
the auction, but most of his sales are to jobbers. It is very common for 
the receiver to conduct?a jobbing business in the market in which he is 
located, in which case he sells to retailers and institutional trade. As a 
jobber, he buys from truckers, in addition to breaking his own cars. 

Commission merchants. Before the advent of scientific grading and 
packing and during the time when production was less specialized, the 
commission firm was almost the sole agency for the sale of the farmer’s 
produce. Shipments were consigned and the shipper took the full risk 
of the market. Many of these firms were small and had little working 
capital. Such firms sought to increase their volume of sales by delaying 
the remission of proceeds, thus enlarging their own fund of working 
capital. Other abuses crept in as commission merchants began to trade 
on their own account. As shippers sought other methods of sale, the 
commission firm was driven more and more into buying for its own 
account, in order to maintain a volume of business and take care of its 
retail customers. These firms still retain title, but they are more 
merchants than commission men. As commission firms, they receive 
the client’s shipment, display the merchandise in their stores in the 
jobbing market, and sell to retailers and institutions for the best price 
1 E. A. Duddy, Financing the Distribution of Fresh Fruits and Vegetables , op . cit. 
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obtainable. Provided that arrangement is made in advance by the ship¬ 
per, the commission firm will permit drafts to be drawn against ship¬ 
ments for approximately the value of the merchandise at the shipping 
point. After sale is made in the terminal market, the commission firm 
renders an account of sales, deducting freight, cartage, commission, and 
interest on the amount of the advance. 

In buying on its own account, the commission firm operates through 
brokers and buys by wire at country shipping points. These firms spe¬ 
cialize in the handling of particular commodities, and it is not uncom¬ 
mon for them to finance production. The commission merchant also 
buys from truckers who bring produce in from considerable distances 
and trade on their account, as well as doing custom trucking for 
country shippers. 

The commission merchant sells in competition with jobbers to re¬ 
tailers, truck jobbers, and institutional trade. While he specializes in a 
few commodities that will give him a year-round volume, he takes care 
of the wide-variety demand of the retailer by buying in the market 
from other jobbers. The commission merchant’s place of business, like 
that of the jobber, is a store in the jobbing market. In the South Water 
Market in Chicago, this store is 24 feet wide and 80 feet long and con¬ 
tains a basement and three floors. A continuous concrete platform 
joins the front of these stores, of which there are 166 in six buildings. 
This group of buildings constitutes the jobbing market, into which 
produce unloaded at the rail terminals is trucked. In a very few in¬ 
stances jobbing markets are equipped with rail unloading facilities. 
The market is privately owned and operated. Those who occupy 
stores in the market on an ownership or a lease basis constitute an as¬ 
sociation, which makes rules governing the use of market facilities. Only 
those who occupy stores are allowed to sell to retailers and institutional 
buyers. 

Jobbers , In the perishable-produce trade, the jobber is clearly dis¬ 
tinguished from the wholesaler in that he generally buys less than car- 
lots from a wholesale receiver and sells in smaller lots to the retailer, 
hotel, restaurant, etc. Jobbers specialize along commodity lines. They 
may on occasion buy carlot quantities of potatoes and speculate in the 
storage of apples or onions, but terminal market jobbers have little 
contact with country shippers. In the smaller markets, jobbers group 
together to buy “mixed-car” or “split-car” shipments through the 
broker. Besides, much produce is bought from truckers. The auction 
market is a principal source of supply for the jobber. He sells in com¬ 
petition with the commission merchant, and some jobbers sell only to 
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the institutional trade, making delivery and giving the extra service 
that this trade demands. 

Truck jobbers or wagon distributors . The truck jobber in the central 
market is a merchant without other place of business than the truck, or 
trucks, that he operates. He buys in the jobbing market, generally on 
order from the retailers that he serves, and sells to retailers along a 
route that he covers daily in the city. His margin of profit includes the 
cost of delivery. Retailers at a distance from the market who buy only 
small amounts, and whose knowledge of the market is inadequate, find 
it profitable to use the services of the truck jobber. This latter indi¬ 
vidual is a sfflllful buyer and his patronage is sought after by the larger 
jobbers and by receivers doing a jobbing business. 

Truckers who haul into the market from the country are merchants 
buying from producers and in local markets in the country. Often the 
producer himself will truck his produce to a not too distant market. 
Others are custom truckers, hauling for a country shipper or for a cen¬ 
tral-market wholesaler or jobber. The movement of perishable produce 
by truck has greatly increased in recent years, because of the speed with 
which shipment can be made, and because of less loss and damage than 
often occurs in the case of rail shipment of the more perishable items. 

Thus far we have been discussing the operations of merchant middle¬ 
men, if we except the commission merchant as doing business mostly 
for his own account. In these fruit and vegetable markets, however, 
selling agents and brokers are of major importance. Chicago, as the 
principal receiving and shipping market in the United States, will serve 
for an illustration of the activities of these agencies. 

Sales agencies. Cooperative shipping associations of producers 
employ brokers in the terminal market to act as their selling agents. 
Cars are billed to these firms for sale to wholesalers in the market or to 
buyers off the market. It is common practice for the shipper to have in¬ 
spection made of the car at the shipping point by the U. S. Department 
of Agriculture. The broker offers the car on the basis of the information 
contained in the inspection certificate. Thus the merchandise may be 
sold anywhere by wire while the car is in transit, with the privilege of 
inspection by the buyer when the car arrives. Cars moving from points 
west of Chicago may be diverted around the market to an eastern buyer. 
More frequently the car is made available for inspection in Chicago 
and sale is made to a broker who represents the buyer in one of the 
eastern wholesale markets. The broker, acting as selling agent, receives 
8. fee or a commission on each car sold. 

The selling agent of the shipping association keeps the manager of 
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the association informed daily on the current market situation with 
respect to prospective supply and demand and prices. The broker ordin¬ 
arily has no discretion with respect to price but, as the selling agent of 
the association, may be given authority over price without referring 
to the association manager for confirmation. The California Fruit 
Growers cooperative maintains branch sales agencies in all the large 
markets. These agencies are under the general control of the sales 
manager of the central exchange in Los Angeles. 

Brokers . The broker in the central wholesale market acts as an in¬ 
termediary in making sales for country shippers to carlot wholesalers 
and jobbers in the different markets. His task is to find a buyer who 
will pay the price desired by the shipper. If he is not successful in this, 
he will refer the prospective buyers offer back to his principal and try 
to bring buyer and seller together. If he is successful in this, he gives 
up the name of the buyer to the seller and subsequent dealing is be¬ 
tween the two principals. The broker receives a brokerage fee, which 
varies with the commodity for performing this selling service. Brokers 
sell for anyone wishing to use their service and may not have contin¬ 
uing relationship with any one shipper, though it is often the case that 
the relationship is continuous. Most often they sell for assemblers and 
distributors in the producing areas. Brokers are expertly informed 
about the commodities in which they deal and the markets in which 
they sell. They often advise shippers on the grading and packing of 
their fruits and vegetables and on the timing of shipments and prices. 
The broker also gives information on the credit rating of buyers and 
may aid in making collections. When, for any reason, a car is rejected, 
the broker looks after the interests of his principal in making adjust¬ 
ments. Brokers in the terminal often act as the representatives of ship¬ 
pers who sell cars on the auction, since the auction company does not 
receive direct consignments. 

Brokers buy, as well as sell, carlot quantities. In the Chicago market 
buying brokers who represent eastern wholesalers are especially im¬ 
portant and are given wide discretion with respect to the acceptance 
and purchase of merchandise. Occasionally the broker departs from his 
primary function to speculate on his own account in commodities which 
can be stored and on which he sees a good opportunity for profit. For 
the country shipper the broker offers an alternative to sale through the 
carlot receiver. He makes possible direct movements from origin points 
by rail to the smaller carlot markets to which the receiver also sells. 
The receiver himself does not hesitate to use the broker when he has 
more cars on hand than he can readily dispose of. 
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Distributors . Distributors operating in the terminal markets are 
of two types: a local operator, who maintains his headquarters in a 
single market and sells in many consuming markets; and a national 
distributor, who maintains branch selling offices in all the principal 
consuming markets and who also sells a wide variety of merchandise in 
smaller markets. The method of operating is essentially the same, the 
difference being principally one of scale. 

The broker or the commission merchant may evolve into a distribu¬ 
tor. Unlike either of these agencies, the distributor has a contract with 
a packer or a growers’ association for the distribution of a season’s crop. 
By the termsUf the contract he is given full power to sell the crop, to 
choose the markets, to quote prices, and to make sales without con¬ 
sulting the owners of the produce. More than is now the case, the dis¬ 
tributor in the past made cash advances to growers to mature the crop 
and to pay harvesting and packing expenses. The advance was an 
agreed amount per acre, per package, or per car delivered for sale. 

Where the growers are able to finance production, money is furnished 
to pay for packing the produce and loading the car. Under the contract 
between the distributor and the shipper, the amount that the shipper 
may draw per car when shipment is made generally approximates the 
current market price at the shipping point. This is called an “accom¬ 
modation advance.” The distributor may enter into a contract with the 
shipper to guarantee to the shipper before the cars are rolled a definite 
amount of return per car and advance this amount. This is a so-called 
“guaranteed advance.” If the car actually sells for more than the 
amount of the guarantee, the balance is remitted to the shipper. If, 
however, the amount realized does not cover the advance and the ex¬ 
penses of making the sale, the distributor stands the loss. A larger fee 
is exacted when a guaranteed advance is made. As a plain broker, the 
distributor’s chance of maximizing his income is through volume alone; 
as a distributor, he has an incentive to try for both volume and high 
price. 

The distributor operating from a single market sells by wire and tele¬ 
phone to carlot buyers in all the principal consuming markets. He draws 
drafts against these buyers and, after final settlement is made, remits 
to his clients the proceeds less the expenses of the sale and the amount 
of advances made. Local distributors operate in a sufficient number of 
seasonal commodities to give a year-round volume of business. 

The national distributor not only performs a selling service but owns 
brands, which he advertises to consumers. The fruit and vegetables 
sold under these brands are packed according to the distributor’s speci- 
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fications and his organization has full discretion in making sales. 1 The 
national distributor has offices in the growing areas, as well as in the 
consuming markets of this country and Canada. Teletype service over 
leased wires keeps the shipping offices informed on the supply-and-de- 
mand condition in the different markets and so helps to allocate ship¬ 
ments to the markets of highest price. These agencies have been re¬ 
sponsible for a much wider distribution of cars into smaller markets 
that previously were supplied by reshipments from central markets. 

Chain stores. At least two of the large chain-store organizations 2 
operate subsidiary commission companies, which do a buying and bro¬ 
kerage business. They buy carlot quantities from growers and packers 
to supply their own retail stores and also do a general brokerage busi¬ 
ness. The Atlantic Commission Company distributes on a national 
basis and is the largest single handler of carlot shipments of fresh fruit 
and vegetables. With respect to the produce moving to their own retail 
stores, they short-circuit the whole distributing process from producer 
to consumer. A brokerage fee is earned by these organizations, as they 
operate in direct competition with private brokers and distributing 
companies. 

Auction market . The auction market is the most formally organized 
part of the fruit and vegetable wholesale market. It represents an at¬ 
tempt to concentrate buying power for well-graded fruits that move in 
volume from specialized producing areas. The auction company is pri¬ 
vately owned and is in business to perform a selling service. It receives 
carlot shipments from growers’ associations, distributors, and individ¬ 
ual growers in the producing areas and sells in full carlots, or more us¬ 
ually in less than carlot quantities, to jobbers, chain stores, truck job¬ 
bers, independent retailers, and buying brokers. A check made of sales 
in the Chicago fruit auction in 1934-1935 showed jobbers buying 79.5 
per cent of the total sales, truck jobbers 11.7 per cent, chain stores 
4.4 per cent, buying brokers 0.3 per cent, independent retail stores 
3.8 per cent, peddlers and pushcarts 0.1 per cent, and miscellaneous 
0.2 per cent. 3 In markets where California citrus fruits are sold, whole¬ 
sale receivers also buy on the auction, since most of such fruit is sold 
only at auction in the larger markets. 

1 The American Fruit Growers, Inc., with headquarters in Pittsburgh, selling 
under the Blue Goose brand, is an example of such an organization. 

2 The Great Atlantic and Pacific Tea Company and the Kroger Grocer and Baking 
Company. 

8 Kelsey B. Gardner, “Terminal Fruit Auctions as Marketing Agencies for 
Farmer's Cooperatives," U. S. Department of Agriculture, Farm Credit AdminUtrar 
tion Bulletin 29 (Washington, D. C.: Government Printing Office, 1938). 
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The principal sellers on the auction are the large distributors at 
country points and the cooperative associations. Large producers use 
the auction, as does also the carlot receiver when he is overburdened 
with cars on track in the terminal. The auction company itself neither 
buys nor sells, but derives income from handling charges and a fee for 
selling. 

The facilities of the auction company consist of a large warehouse, 
into which cars may be unloaded, and a salesroom, in which buyers 
may congregate. A catalogue is printed listing each day’s offerings, 
with a separate page for each car showing the name of the shipper, the 
car number, kind of fruit, and the contents of the car in lots of dif¬ 
ferent sizes. The buyer has the option of buying the entire car or any 
single lot. Lots of minimum size are specified to exclude small retail 
buyers. Such buyers purchase through brokers. Sample boxes in each 
carload are opened for the inspection of buyers before the auction be¬ 
gins. The auctioneer calls off each car in turn, all bids are oral, and the 
car or lot is sold to the highest bidder. 

Cars placed on the auction are consigned to an “auction receiver,” 
generally a broker, a wholesale receiver, or the salaried representative 
of the distributor or the cooperative. The owner pays the auction 
fee and the unloading charge. Settlement is made with the shipper 
immediately after each day’s sale. Only well-graded, well-packed 
fruits are sold; these include oranges, lemons, grapefruit, pears, apples, 
cherries, pineapple, and in the New York market some vegetables 
and nuts. 

Reasons advanced for selling on the auction rather than by some 
other method are: (1) the concentration of buying power representing 
a variety of interests, (2) the speed with which large quantities can be 
sold at satisfactory prices, (3) the prompt payment for fruit sales by 
the auction company, (4) the assumption of credit risk by the auction 
company, and (5) a financial interest by the shipper in the auction 
company. 1 

Marketing Agencies of the Central Cash Markets 
for Dairy Products 

Wholesalers and jobbers in the central market for butter, eggs, 
cheese, and poultry resemble somewhat those found in the fruit and 

1 Nephthine Fogelberg and A. W. McKay, “The Citrus Industry and the 
California Fruit Growers Exchange System.” U. S. Department of Agriculture, 
Farm Credit Administration , Circular C-221 (Washington, D. C.: Government 
Printing Office, 1940). 
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vegetable trade. There is a wholesale carlot receiver who often rep¬ 
resents himself as a commission merchant, though very little business 
is done on commission in these markets. The receiver buys butter 
in carlots from creameries and cheese from warehouses in the country. 
Eggs and poultry are bought from carlot assemblers in the country 
and from poultry packing plants. The receiver stores products in the 
terminal market and sells to jobbers and to wholesalers in other 
markets. Many wholesalers also do a jobbing business in the cities in 
which they are located. Jobbers are not clearly distinguishable from 
wholesalers in these markets because they also handle carlot quantities, 
though most of their purchases are from wholesalers. Jobbers sell to 
retailers, hotels, restaurants, transportation companies, hospitals, etc. 

Meat-packing companies, cheese manufacturers, dairy-products cor¬ 
porations, milk distributors, and farmers’ cooperatives are all im¬ 
portant in the wholesale trade for these products. Discussion of their 
activities follows at a later point. In all the principal markets those 
interested in the wholesale handling and storage of these commodities 
have organized trading exchanges, such as the Chicago Mercantile 
Exchange, the Philadelphia Produce Exchange, the Detroit Butter 
and Egg Board, etc. Cash trading is carried on on the floor of the 
exchange, and the exchanges in New York and Chicago have future 
trading in butter and eggs and, in Chicago, in white potatoes. 
These future-trading exchanges furnish a hedging facility for whole¬ 
salers and manufacturers who carry these products in storage. 

The purpose of the exchange is to concentrate trading at a single 
place and to administer rules governing the making and fulfillment of 
contracts. The exchanges are centers of trade information, though no 
formal gathering of information is attempted. Inspection services are 
maintained at some of the exchanges, but this service, along with the 
reporting and disseminating of prices, is passing into the control of 
the U. S. Department of Agriculture. The primary function of the 
trading exchange is the determination, through competitive bidding, 
of basic wholesale prices that can be used as a guide in making transac¬ 
tions throughout the industry. 

In many of these markets a cash, or spot, “call” is still conducted. 
Members meet on the floor of the exchange at an appointed hour. The 
chairman of the call asks for offers to sell and, as these are made, they 
are written down on a blackboard, the name of the offering firm, the 
quantity, grade, and price being entered in appropriate columns. 
When all offers have been made, the chairman asks for bids and those 
who are in the market to buy enter their bids in like manner. When 



382 


MARKETING 


the bid matches the offer, a sale takes place. At times an offer will be 
revised downward to match a bid that is slightly below the offer. The 
purpose of the call is not so much to effect sales as to provide a range 
of prices for the different grades upon which trading between the 
members can proceed. 

Since 1920 there has been a tendency toward large-scale organiza¬ 
tion in the manufacture and distribution of dairy products. Con- 

TABLE 85.—PERCENTAGE OF TOTAL UNITED STATES FACTORY 
PRODUCTION OF DAIRY PRODUCTS SOLD BY PRINCIPAL 
MANUFACTURING AND DISTRIBUTING 
COMPANIES, 1934* 


-*• 

Commodity 

Total 

U. S. 

production 
(1,000 lb.) 

Sales as percentages of 
total production 

11 dairy 
companies 

10 meat 
packers 

3 largest 
sellers 

Fluid milk. 

30,499,000 

17.9 

0.01 

15.6f 

Butter. 

1,696,256 

25.4 

18.7 

20.8J 

Cheese. 

579,122 

43.9 

45.8 

62.9§ 

Condensed and evaporated milk. 

1,773,918 

60.5 

7.2 

44.3|| 


* Quoted from Large Scale Organization in the Dairy Industry , p. 31. 

t The Borden Company, National Dairy Products Corporation, and Beatrice Creamery Company. 

t Swift and Company, Armour and Company, Beatrice Creamery Company. 

§ National Dairy Products Corporation, Armour and Company, Swift and Company. 

|| Carnation Company, Pet Milk Company, and Whitehouse Milk Company (subsidiary of The 
Great Atlantic and Pacific Tea Company). 

centration of control has been effected by such integrated organizations 
as the big meat-packing companies, large dairy corporations, grocery 
chains, and dairy marketing cooperatives. This development has had 
an important effect on the distribution process. These companies 
perform several, and in some cases all of the processes of manufacture, 
assembly, jobbing, and retailing. Thus the older distributive system 
has been weakened and the old-line wholesaler, broker, and jobber are 
much less important in these trades than before 1920. 

Some idea of the concentration of control that prevails may be had 
from Table 85. 

Dairy companies, meat packers, and producers' cooperatives handled 
approximately 55 per cent of total butter production, leaving the 
balance to be shared by the old-line marketing organizations with the 
chain stores. The extent of integration in the marketing of butter is 
shown in the purchases and sales of the leading handlers. Eleven 
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dairy companies bought 53.1 per cent of their supplies of butter from 
creameries and marketing cooperatives in 1935 and the remainder from 
brokers, commission houses, and wholesale merchants. They sold 
38.7 per cent of their sales to homes, restaurants, institutions, bakers, 
and retail stores; 23.1 per cent to chain stores and voluntary chains; 
10.3 percent to brokers and commission houses; 16 percent to milk- 
products wholesalers; and 11.0 per cent to all other outlets. 

Ten meat packers purchased 87 per cent of their supply from 
creameries and the balance from brokers, commission houses, and 
wholesalers. They marketed 78.1 per cent to retailers and institutions; 
9.9 per cent to chains; 2.8 per cent through brokers and commission 
houses; and 9.2 per cent to all other outlets. 

Producer cooperatives sold 31.1 per cent of their output to retailers 
and institutions, 33.3 per cent to chain stores, 13.3 per cent to volun¬ 
tary chains, 3.7 per cent through brokers and commission houses, and 
18.6 per cent to all other outlets. 

Data of chain-store sources of supply are not available, but the 
larger chains buy most of their butter from creameries and producers’ 
marketing cooperatives. The smaller chains buy more of their butter 
through brokers and commission houses. 

Specialized cheese jobbers handle cheese to retailers, restaurants, 
etc.; but the large, integrated companies, which control over 90 per 
cent of the supply, have taken over the marketing functions up to the 
retailer. Ten meat packers sold 81.6 per cent of their supply to 
retailers (including 6.9 per cent to chains) and to institutions in 1934. 
Ten dairy companies sold 46.1 per cent of their product to retailers and 
institutions and 20 per cent to chain stores. Six producer cooperatives 
sold 47.3 per cent to retailers and 22.5 per cent to chain stores. 

Evaporated and condensed milk, the manufacture of which is so 
largely concentrated in three companies, is marketed principally 
through wholesale grocers who bought 46.3 per cent of the output of 
eight leading dairy companies in 1934; and through chain stores, which 
purchased 39.5 per cent of the output of these same companies. 1 

This account of operations in the cash markets for the products of 
agriculture is far from complete, but enough examples have been given 
to show the principal methods of operation and the agencies involved. 
More perhaps than any other groups, these markets have been sub¬ 
jected in recent years to the forces of change. Integration of function 
and increase in size and scale of operation characterize the activities, 

1 All data of purchases and sales are from “Large Scale Organization in the Dairy 
Industry.” 
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both at the producing end and in the central markets. The process of 
change is still active and more will be said on this aspect of the market 
in later chapters. 


QUESTIONS 

1. What are the economic factors that determine the location of central markets 
for agricultural products? 

2. What are the principal functions of these markets? 

3. Describe the physical facilities of central markets; the trading facilities. 

4. The degree of homogeneity of the product determines to a large extent the 
degree of perfection of the marketing process. Explain, using products of agriculture 
for illustration, im 

5. What differences in the operations of the commission firm prevail in the differ¬ 
ent commodity markets? 

6. What are some of the effects of the operations of large-scale industry buyers 
on the marketing process Jtfcd on marketing agencies? 

7. Describe the different methods of purchase and sale that prevail in the grain 
trade. 

8. How do you explain the transformation of the terminal grain-elevator operator 
into the role of leading wholesale merchant in the grain trade? 

9. What are the competitive advantages of the elevator company? 

10. What significance has the cash grain broker in determining the physical 
movement of the commodity? 

11. What makes it possible to separate trading from the actual presence of the 
commodity in certain of the agricultural markets? 

12. What problems of physical handling are important in the terminal marketing 
of fresh fruits and vegetables? 

13. Distinguish marketing agencies that are peculiar to the fruit-and-vegetable 
trade in central markets. 

14. Why has the business of the commission merchant in the marketing of perish¬ 
ables declined? 

15. Describe the operations of the distributor in the fruit-and-vegetable trade. 

16. Why are brokers of especial importance in the perishable-goods trade? With 
whose interests are the operations of the broker in conflict? 

17. How have corporate chain stores operated to bring about changes in the 
marketing practices of central markets? 

18. For what types of commodities is auction marketing important in central 
markets? 

19. Why doesn’t the California Fruit Growers’ Exchange sell direct to retailers? 

20. How has concentration of control affected the marketing of dairy products 
in central markets? 
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CHAPTER XX 

THE MARKETING OF AGRICULTURAL PRODUCTS: 

AGENCY STRUCTURES OF FUTURE 
TRADING MARKETS 

It remains to consider the marketing operations of trading exchanges 
in which trading in future contracts is carried on. A future contract 
is a contract to deliver or to receive a specified quantity of a particular 
kind and grade of a commodity at a specified price at or during a 
specified time in the future. Price, quantity, grade, and time of 
delivery are agreed upon as of the present; only delivery and payment 
are in the future. Forward sales for future delivery are not uncommon 
in the cash markets for the products of agriculture. The formalizing 
of such trading under the rules of a trading exchange makes future 
trading of interest to the student of marketing. The operation of 
future trading in relation to cash trading on an exchange represents 
the highest degree of marketing organization. 

Why Future Trading Is Necessary 

Basically the reason for the existence of organized future trading is 
to furnish the merchant and the manufacturer a means of protection 
against the risk of price change. Trading in the staple agricultural 
commodities with respect to which future trading is carried on involves 
exposure to constantly fluctuating prices. Merchants and manu¬ 
facturers must operate continuously in these markets; their handling 
margins are typically small, the size of the individual transaction is 
large. Both the direction and the amount of price change and the 
trend of price over a period of time are unpredictable. If merchant 
and manufacturer are to survive, there must be some means by which 
this risk of price change can be either shared or shifted to those who 
are more willing or able to bear it. The futures market furnishes such 
a facility through the medium of hedging. 

Price change is a function of time; the longer the operator retains 
possession of the commodity, the greater is the exposure to the risk of 
price change. These time risks are inherent in the marketing of goods 
which are seasonally produced and which must be carried in storage 
throughout the period of consumption. Manufacturing processes take 
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time. Merchandise must be moved from country points to terminals 
and from terminals into export. In the time required for such move¬ 
ments many changes of price occur that can wipe out the merchandising 
profit of the country shipper or terminal operator. It might be argued 
that the manufacturer or the merchant holding a stock of a commodity 
can make forward sales on a price basis that will ensure him a profit. 
To the extent that this can be done, protection is afforded, but there 
is always the risk of rejection by the buyer if the value of the com¬ 
modity declines between the date of purchase and actual delivery. In 
such an event, the seller may resort to the courts and lose his customer 
or reduce his selling price and pocket his loss. The authority of a 
trading exchange is not present to compel the buyer to live up to his 
contract and accept delivery. 

Merchants and manufacturers are not always able to offset sales of 
merchandise against holdings of raw materials at favorable prices. 
Moreover, the manufacturer often finds it necessary in competition to 
accept orders for forward delivery of finished goods before he has 
accumulated a stock of raw materials. In both these situations the 
operators are exposed to daily and hourly changes in the value of their 
inventories or of the raw materials that they must acquire. The 
hedging facilities of the futures market afford a means of protection 
and enable the manufacturer and the merchant to operate not only 
in terms of current spot transactions but for future delivery as well. 

While the future contract is one that calls for the delivery of actual 
merchandise at maturity, purchases of such contracts for such purposes 
are made only to a limited extent . 1 Certainly there would be no need 
for organized future trading if the acquisition of merchandise were the 
chief purpose of these contracts. 

A further and fundamental explanation of the presence of future 
trading is the fact of uncertainty with respect to the supply of staple 
agricultural commodities. When uncertainty is present, the specu¬ 
lator finds his opportunity for profit. The futures market provides a 
means by which the speculator may discount the effect of present and 
prospective events on future supply and demand, giving expression to 
his forecast by a purchase or a sale in the futures market. Some of the 
factors that make for uncertainty of market supply and demand are 
weather conditions, insect pests and plant diseases, volume of move¬ 
ment to market, quality of market receipts, general business con¬ 
ditions, governmental activities, crop conditions, and government 

1 Less than 1 per cent of the -contracts in the Chicago market are completed by 
delivery of grain. 
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policies in other crop-producing countries. This discounting by the 
speculator of the effect of supply-and-demand factors on price is of 
the essence of price determination. It is in the futures market that 
these factors are most expertly and thoroughly analyzed, with the 
result that the futures price has become the basis for the quotation of 
prices in the cash markets. Price determination is, therefore, a major 
function and justification of future trading markets. 

Facilities of a Future Trading Market 

Commodities. Commodities traded in on future trading exchanges 
have definite characteristics. 1 Ideally such commodities should have 
the following features: (1) uncertainty as to supply— i.e ., the conditions 
of production should be such that it is not possible to predict what the 
total supply coming oh the market in a marketing season may be; 
(2) a product that is in general demand throughout the year—for most 
products that are the subject of future trading the demand is relatively 
inelastic; (3) a product that is relatively nonperishable, to facilitate 
storage over a period of time—seasonality of production of agricultural 
products also places a premium on storage; (4) homogenous units of 
the commodity so that standard grades can be determined; (5) a large 
number of producers and consumers—when either supply or demand is 
in few hands, there is too much tendency toward monopoly control. 2 

Standard contracts. All futures contracts are standard under the 
rules of the trading exchange, i.e., buyer and seller agree that the 
contract is made subject to the rules of the exchange. Such contracts 
govern the deliverable grade of the commodity, the unit of trading, 
delivery terms, terms of payment, and penalties for nonfulfillment. All 
contracts provide for the substitution of principals to facilitate the 
clearing of trades by brokers. 

1 System of options. All futures contracts are seller’s option contracts, 
i.e., the seller has the option of delivering merchandise to the holder 
of the contract at maturity, or he may offset his sale of a future by the 

1 See J. G. Smith, Organized Produce Markets (New York: Longmans, Green and 
Company, 1922), p. 4. 

a The following commodities are traded in on futures markets: wheat, com, oats, 
rye, barley, soybeans, cotton, butter, eggs, pork products (mess pork, lard, ribs), 
tallow, cottonseed oil and meal, soybean oil and meal, silver, tin, copper, lead, zinc, 
hides, crude rubber, raw silk, coffee, cocoa, sugar, molasses, peanuts, pepper, crude 
oil, gasoline, white potatoes, wool tops. Quoted in part from Fred E. Clark and 
Carrie Patton Clark, Principles of Marketing (New York: The Macmillan Company 
1942), p. 516. 
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purchase of a futures contract calling for a like kind and quantity of 
the commodity. 

Contracts are made to mature in definite periods. If the grain 
futures market be taken as an example, there are four major periods in 
which contracts mature and in which the seller has the option of 
making delivery. These are the months of May, July, September, and 
December. Periods chosen for the maturing of contracts generally 
reflect important phases of the annual cycle of production. For 
example, in the grain trade, May marks the end of the old crop year 
and the forecasting of the new crop conditions; July the harvesting 
of the winter wheat crop; September the harvesting of the spring wheat 
crop; December the completion of the harvest and, at Chicago, the 
close of navigation on the Great Lakes. 


TABLE 86.— RANGE OF FUTURE PRICES ON THE CHICAGO BOARD OF 
TRADE FOR AUG. 17, 1945 
(in dollars per bushel in 5,000-bushel lots) 


Wheat 

High 

Low 

Close 

September. 

1.64% 

1.63 

1.63% 

December. 

1.63% 

1.61% 

1.61% @ % 

May. 

1.61% 

1.60% 

1-60% @ % 

July. 

1.52% 

1.51% 

1.51% 


Trading in May contracts continues for a period of from 9 to 11 
months, i.e., trading may begin as early as June and continue until the 
end of May. July is traded in up to 9 months; September, 8 to 9 
months; and January, 7 to 8}4 months. It is clear from the above 
that at any given moment of time in the wheat market, for example, 
there may be five different prices for wheat: the cash price and four 
future contract prices. Such a price structure provides the maximum 
range of flexibility for merchant, manufacturer, and trader. 

A system of margins . Practically all trading in futures is margin 
trading, i.e., buyers and sellers do not advance the full cash value of 
the purchase or the sale when dealing in futures, but only a certain 
percentage or margin of the present market value. Margins are 
deposited by the broker’s customer to protect the broker against price 
fluctuation, which may be adverse to the customer’s interest. The 
broker in turn deposits margin with the clearinghouse, to protect the 
clearinghouse against possible loss incident to clearing the broker’s 
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trades with other brokers. The broker’s customers margin their 
individual transactions, but the broker who substitutes himself as a 
principal in the customer’s contract, for purposes of clearing his trades 
with other brokers, margins only his net position, i.e ., his excess of 
purchases over sales or sales over purchases. The rules of the exchange 
specify the amount of margin to be paid by the broker’s customer, while 
the clearinghouse specifies the margin to be paid by the broker. 



Fig. 15.—The trading floor of the Chicago Board of Trade. 


A trading floor. Typical of all future trading exchanges is a trading 
floor, or place where all buyers and sellers congregate during hours 
prescribed by the rules of the exchange. Contracts are not valid 
unless executed on the trading floor or in the pit or the ring during 
these hours. One purpose of this rule is to effect a concentration of 
trading, so that there may be an active continuous market. This 
trading floor is equipped with blackboards giving information useful 
to traders, pits or rings for separating the trading in different com¬ 
modities, telephone booths for the receipt of orders by pit brokers, price 
recording facilities for the use of exchange employees, who record each 
change of price, and tables for the use of cash grain traders. 
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Clearinghouse. In the grain futures market, which we may use for 
illustration, less than 1 per cent of the futures contracts sold are 
fulfilled by actual delivery of grain. It is typical of all futures markets 
that most contracts entered into are canceled by offsetting transac¬ 
tions before delivery month arrives. To facilitate this offsetting of 
purchases against sales and vice versa, and to minimize the amount of 
margin money to be deposited by brokers, a machinery for clearing 
contracts is set up within the trading exchange. It should be clearly 
understood that the clearing of a contract by a broker with the clearing¬ 
house does not extinguish the customer’s contract with the broker. 
The customer’s contract remains open until the customer orders the 
contract canceled by an offsetting sale, if it is a long contract (purchase) 
or by a purchase, if it is a short sale; or until completed by delivery. 

As a result of his trading for many customers during a single trading 
session, the broker buys from and sells to other brokers in the pit. The 
broker’s obligations to these other brokers would ordinarily require 
him to put up margin with each one, to protect his fellow brokers 
against possible loss resulting from price fluctuation, pending the re¬ 
duction of this obligation by offsetting purchases and sales. These 
obligations that the brokers have mutually with each other are 
minimized by allowing the clearinghouse to assume these obligations 
by becoming, in effect, the buyer of all contracts sold and the seller of 
all contracts bought by brokers. 

The clearinghouse is generally a corporation within the trading 
exchange, with the stock held by terminal elevators, large traders, and 
industry buyers. The members not only subscribe capital but con¬ 
tribute to a guarantee fund, which is for the protection of the solvency 
of the clearinghouse in the event of the financial failure of a member. 
This fund is placed in escrow and is not used in the ordinary course of 
business. In addition to the guarantee fund, the members pledge mar¬ 
gins with the clearinghouse for the security of their contracts. Those mem¬ 
bers of the exchange who are not stockholders in the clearinghouse clear 
their contracts through clearinghouse members. The clearinghouse 
derives its income from its invested capital, from fees charged for clearing 
trades, and from fines imposed on members for errors in their reports. 

The clearinghouse requires that all clearing members make a com¬ 
plete report of each day’s transactions by 7 p. m. These reports are 
made on uniform recapitulation sheets from preliminary “check slips” 
and “trade sheets,” on which are recorded each individual transaction 
(see Fig. 16 trade sheet). A trade sheet is made out for each com¬ 
modity. Both purchases and sales are recorded alphabetically. 
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BOARD OF TRADE CLEARING CORPORATION 

Report of_ A & Co. _ Date March 1, 19— 

We hereby tender to the Board of Trade Clearing 
Corporation for clearance pursuant to its bylaws 
the trades summarized below. If accepted, we 
agree to retain for five years the original check 
slips and our own permanent records showing each 
trade in detail, including the price and the name 
of the customer for whom made, all such records 
to be the joint property of ourselves and the Board 

of Trade Clearing Corporation. Commodity May Wheat 



Report of 


A <fe Co. 


Date March 1, 19— 
May wheat 


Commodity May wheat 
Fig. 16. —Sample purchase and sale sheet. 


On each line of the trade sheet the reporting member shows with what other 
clearing member he has made a trade, the amount bought or sold, or both, and 
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a certain dollars and cents difference. Where he has had several transactions 
with the same member, he reports them in a total. The money difference is 
computed by ascertaining the difference between the extended value of the 
commodity at the price at which the trade was made in the pit and the settle¬ 
ment price of that grain for that day. 1 

Figure 16 shows, 

On March 1, A & Co. bought 10,000 bushels of May wheat from B & Co. at 
7634 cents. Since the settlement price on March 1 was 76 cents, A & Co. 
owed the clearinghouse 34 cent a bushel on 10,000 bushels or $25. On the 
other hand, A & Co. sold F & Co. 5,000 bushels at 76% cents, and since the 
settlement price was % cents lower, A & Co. could collect % cents a bushel on 
5,000 bushels, or $18.75. The amounts to be paid and collected were arrived 
at in a similar manner. As a net result of the day's trading in May wheat 
round lots, 2 A & Co. owed the clearinghouse $50 and the clearinghouse owed 
A & Co. $87.50. 3 

The totals of the trade sheets for each delivery of each commodity 
are carried forward to the recapitulation sheet (Fig. 17). When all 
the debits and all the credits on the recapitulation sheet are added, the 
net amount of money due to the clearinghouse or to the member 
may be ascertained. In the example given, a check is drawn on the 
clearinghouse for $9,452.50 in favor of the clearing member. This 
single payment effects a settlement of all the clearing member’s 
transactions with all other clearing members for Mar. 1. If the net 
amount shown on the recapitulation sheet is in favor of the clearing¬ 
house, the member must deposit a check with the clearinghouse not 
later than 15 minutes before the opening of the market the following 
day. The “original margin memorandum” at the foot of the re¬ 
capitulation sheet shows the new position of A & Co. after effect has 
been given to the clearing operation. Since the net long position of 
clearing members must be offset by the net short position of other 
clearing members, it follows that the clearinghouse is always net even 

1 A “settlement price” is determined at the close of the market each day by the 
clearinghouse or by a settlement price committee. The settlement price in the Chi¬ 
cago market is determined by “using the price at the close of the session as a basis 
and bring it to the nearest quarter cent — if the market is, for example, 87% 
cents bid, the price will be established at 87% cents, provided that the commodity 
reached that point during the session; likewise, if the commodity is offered at 87% 
cents, the clearinghouse will make the price 87% cents, provided that the price has 
reached that figure during the session.” ( Grain and Its Marketing , p. 350). The 
only purpose of the settling price is as a convenience for members of the exchange in 
computing their obligations to the clearinghouse. Ibid. 

2 A round lot is a unit of 5,000 bushels; a job lot is a unit of 1,000 bushels. 

8 Grain and Its Marketing, p. 356. 
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BOARD OF TRADE CLEARING CORPORATION 

Report of_ A <fe Co. _ Date March 1, 19— 

We hereby tender to the Board of Trade Clearing Corporation for clearance pursuant 
to its bylaws the trades summarized below. If accepted, we agree to retain for five 
years the original check slips and our own permanent records showing each trade 
in detail, including the price and the name of the customer for whom made, all such 
records to be the joint property of ourselves and the Board of Trade Clearing 
Corporation. 


Balances from 
futures closing 
sheets 

Long 

Short 

Pay 

Collect 

Net amount 

Pay 

Collect 

W 

h 

e 

a 

t 

M?f 

May Jobs 
July 

July Jobs 
Sept. 

Sept. Jobs 
Dec. 

Dec. Jobs 

20 

15 

i m 

1,025 

800 

150 

50.00 

100.00 

100,00 

75.00 

150.00 

5,187.50 

3,100.00 

375.00 

100.00 

75.00 

5,137.50 

3,000.00 

225.00 

C 

o 

r 

n 

May 

May Jobs 
July 

July Jobs 
Sept. 

Sept. Jobs 
Dec. 

Dec. Jobs 

25 

750 

40 

106 

300.00 
25.00 ! 
150.00 

i 

i 

3,300.00 

135.00 

530.00 


3,000.00 

110.00 

530.00 

O 

a 

t 

8 

May 

May Jobs 
July 

July Jobs 
Sept. 

Sept. Jobs 
Dec. 

Dec. Jobs 

325 

150 

! 

1,800.00 

625.00 

75.00 

125.00 

1,725.00 

500.00 

% 

Rye 


■ 





Barley 



i 




Soybeans 







Lard 



.... 1 




Bellies 







Cotton 







Cash margin 

Check to balance 




Collect 

9,452.50 

12,002.50 

12,002.50 
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Net interest 


Amount 


Long Short 


Wheat... 
Corn.... 
Oats.... 

Rye. 

Barley... 
Soybeans 
Lard.... 
Bellies... 
Motion.. 


1,930 

871 


175 


772.00 

261.30 

35.00 


U.S.A. obligations 
Stock in clearing corp. 
Cash margins 

Total 

Margins released 
Balance 

Additional margins 


19,500 

6,600 

76,900 


103,000 


103,000 

4,000 


Total requirements 


1,068.30 


Total on deposit 


107,000 


Fig. 17.—Sample recapitulation sheet. 


on the market. The clearinghouse in effecting settlements pays out 
the same amount of money that it receives, excepting, of course, fees 
received for clearing trades and fines paid by members for errors on 
reports. 

A system of delivery. As future trading contracts mature in the 
different delivery months, delivery of actual grain must be made before 
the end of the delivery month by one who has sold a futures contract 
and who has not canceled out his obligation to deliver by an offsetting 
purchase. Similarly, one who has bought a futures contract is 
obligated to accept delivery of grain on his contract on any business 
day in the delivery month. 

A member who has made short sales and who intends to make 
delivery must furnish notice of the date of delivery to the clearinghouse 
at least one business day in advance. The clearinghouse allocates such 
delivery to a member who is long (i.e., has an open purchase contract) 
on the books of the clearinghouse. Generally the holder of the oldest 
open long contract is served first with notice of delivery. When the 
holder of a long contract receives such notice, he must pay directly 
to the seller the purchase price of the grain. 1 In return he receives 
warehouse receipts or bills of lading entitling him to possession of the 
grain. 

The warehouse receipt specifies the quantity, kind, and grade of 
grain and its location in a particular warehouse. The validity of the 

1 The original purchase price is adjusted daily through the clearinghouse to the 
level of the settlement price. 
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receipt is guaranteed by a system of supervision under the Federal 
warehouse act or a state warehouse commission. Grain delivered on 
futures contracts must be stored in public elevators in the market or 
in cars on track in the terminal yard. 

Under the rules of the exchange, only certain grades of grain are 
eligible for delivery on futures contracts. A distinction is made 
between “contract” and “deliverable” grades. Contract grades are 
deliverable at the contract price. “Deliverable” grades include not 
only contract grades but grades that may be better than or inferior 
to contract grades. If better grades are delivered, the deliverer may 
demand a paamium over the contract price from the one accepting 
delivery; if inferior, the deliverer must pay a penalty to the receiver. 
These premiums and penalties are fixed by the rules of the exchange. 
In some markets th& range of deliverable grades is narrow; in the 
Chicago market the range is wide. 

Warehousing service . Just as terminal warehouses are important 
for the cash market, they are indispensable to a system of future 
trading. From the above discussion of the method of delivery of 
grain on long contracts it is evident that there must be present in the 
market during the months in which contracts mature a sufficient store 
of grain of deliverable grade in public warehouses to satisfy any prob¬ 
able need for delivery. The futures contract is a contract good for the 
delivery of merchandise. The warehouse is the bank against which 
the warehouse receipt is drawn and by means of which delivery is 
accomplished. Terminal warehouses are also large users of the futures 
market for hedging purposes. Their operations often have an im¬ 
portant effect on prices. 

A service of weighing and inspection. The trading exchange is 
authorized by its charter to determine the legal weights of the com¬ 
modities traded in. An official weight is the basis for all payments. 
The service of grain inspection, originally performed by the exchange, 
is now the function of the state. Official grades of the U. S. Depart¬ 
ment of Agriculture govern in all transactions in which grade is a 
factor. This is particularly important in determining the grade of 
grain offered for delivery on futures contracts. 

Communication service . The discussion of communication in 
Chapter V has made sufficiently clear the importance of this function 
in a trading exchange. Market news is the raw material of prices, 
hence the exchange is the center in which is concentrated the market 
news of the world relating to the commodities traded in. Similarly 
the exchange is a source from which prices and market news are 
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disseminated both by the exchange and by its membership. The 
U. S. Supreme Court has ruled that the exchange has a property right 
in its price quotations. It therefore exercises complete supervision 
over their dissemination by wire and radio. These prices of the 
central market exchange are those that are controlling throughout the 
whole market for the commodities in which the members trade. 

Trading personnel . It is not appreciated by the general public that 
this intricate machinery of price making on a future trading exchange 
works as well as it does because of the presence of a trained trading 
personnel. An expert knowledge of the commodity and a high degree 
of skill in entering and leaving the market are necessary to the op¬ 
erator. The ability to appraise correctly, or even approximately, the 
effect of market factors on the trend of prices is no mean accomplish¬ 
ment. This degree of skill is acquired only by those who spend their 
whole time in these markets and who know the characteristics of pro¬ 
duction and cash trading as well as the techniques of trading in the futures 
market. We discuss below the operations of these market specialists. 

It is not to be denied that there are present in all futures markets the 
untrained general public, who know little or nothing about the com¬ 
modity or the factors that affect prices. This element engages in pure 
speculation in the hope of making profit by guessing right on the turn 
of prices. Perhaps it is more correct to refer to this group as 
“gamblers” rather than speculators, since they contribute nothing in 
terms of a forecast of the market. 

A governing body and trading rules . The trading exchange is in¬ 
corporated under the laws of a state, with a president, a board of 
directors, and other executive officers. Membership is limited and such 
membership is a personal privilege, corporations and partnerships not 
being entitled to membership, though they are members of the clearing¬ 
house corporation. The exchange functions through committees and 
operating departments. Two of the committees generally found 
deserve special notice. 

The Business Conduct Committee is charged with the duty and authority 
of preventing manipulation of prices and has general supervision over the 
business conduct of members in so far as such conduct affects nonmember 
customers, the public at large, the state and Federal governments, and public 
opinion. The committee has authority to investigate the dealings, trans¬ 
actions, records, and financial condition of any member or member firms. 
Members under investigation may appear before the committee in their own 
behalf, but, if the committee finds that any course of conduct is or would be¬ 
come unfair or not in the best interest of the exchange, its decision is final and 
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without appeal. Such members , failure to comply with the committee's order 
to desist in such conduct makes them liable to expulsion. 1 

The Committee on Arbitration and Appeals arbitrates disputes 
between members and between members and nonmembers that are 
voluntarily submitted to it. A nominal fee is charged for this service. 
The decision of the committee is subject to appeal to a Committee on 
Appeals, whose decision is final. So successful are these committees 
in settling disputes that relatively few civil suits are instituted. 

Trading on the exchange is governed by the rules and bylaws of the 
exchange. Xfe ese rules embody the experience of many years; they 
cover the following essential points: 

1. The relations of members to members 

2. The relations of mei^bers to their customers 

3. The relations of individual members to the exchange 

4. The relations of the exchange to the public and its responsibilities under state 
and Federal laws 

5. The conditions of trade in any commodity or security dealt in on the exchange 
(i.e., the terms of the contract) 

6. The conditions under which a member may transact business outside the 
exchange in those commodities or securities which are dealt in on the exchange 

The existence of a governing body and trading rules distinguishes an 
organized from an unorganized market. All contracts entered into on 
the trading exchange are subject to the rules and by laws of the exchange. 

Government supervision. All commodity exchanges conducting 
future trading come under the control of the Federal Commodity 
Exchange Act (1936). The act applies to trading in wheat, corn, oats, 
rye, barley, grain sorghums, and flaxseed; cotton, mill feed, butter, 
eggs, and white potatoes. A market desiring to conduct future trading 
must first be designated a contract market by the Secretary of Agri¬ 
culture. To obtain a license, the exchange must first show that it is 
located in a terminal market where there is sufficient cash trading in 
the commodity to reflect the general value of the commodity, as well 
as differences in value between the different grades. Federal inspec¬ 
tion of the commodity must be available to the operators in the market. 

Further, the governing body of the exchange must file with the 
Secretary of Agriculture reports of all cash and futures transactions 
of its members. Permanent records of such transactions must be 
kept and must be open for inspection by the proper authorities. The 
exchange may not exclude from membership any authorized representa- 


1 Grain and Its Marketing , op. cit ., p. 309. 
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tive of a cooperative organization of producers lawfully formed under 
the Capper-Volstead Act (1922), provided that it has adequate 
financial responsibility. 

Futures-trading brokers and commission merchants must be licensed 
under the act, and this applies to nonmembers as well as to members of 
the exchange. With the exception of hedging transactions, limitations 
are placed on the amount of speculative trading and the amount of 
speculative open contracts that may be engaged in on any one day or 
held by any one person. Many other practices that interfere with the 
legitimate price-making process of the market are prohibited. Notice 
of intent to deliver must be made at least one business day prior to 
date of delivery, and trading in the current delivery month must cease 
7 business days prior to the end of the calendar month. 

Cease and desist orders are issued by the Commodity Exchange 
Administration for violation of the act. When these orders are not 
obeyed, and after an appeal has been made, the offending member, 
upon conviction in the courts, is subject to fine and imprisonment. 
Contract markets are required to enforce their own rules and, when 
their rules are superseded by the Federal statute, to enforce the statute. 

Agencies Operating in the Futures Market 

Hedgers. Broadly considered, these agencies are divided into two 
groups, the hedging interest and the speculative interest. Using again 
the illustration of the grain futures market, the hedging group includes 
all those who are occupied in the merchandizing or the processing of 
grain; in this group are the country elevator, the commission merchant, 
the terminal elevator, exporters and importers, flour and feed mills, 
cereal mills, corn-processing plants, and other processing industries 
using grain as a raw material. 

Speculators . The speculative interest is made up of “large” and 
“small” speculators, the difference being chiefly in their financial 
resources and the volume of their trading. Important differences in 
method of trading distinguish the “large” from the “small” speculator. 
The “large” speculator typically spends much time and money in 
gathering the information that will justify him in taking a position in 
the market. Having taken a position, he tends to disregard minor 
fluctuations in price and waits often many weeks to test the validity 
of his forecast. The “small” speculator is more likely to try to forecast 
short-run price changes. He changes frequently from a long to a short 
position and back again and is in and out of the market many times 
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before the “large” speculator may have taken any action. Both types 
of speculator are expert in their knowledge of trading technique and 
generally have no interest whatever in cash-market operations. 

The general public . The general public speculates on the trading 
exchange. While there are always exceptions to the rule, the non¬ 
professional trader is generally found on the long side of the market, 
buying for an increase in price. Many times he tries to follow the lead 
of some professional operator, picking up what gossip he can or 
depending on the market reports in the daily newspaper. The average 
outsider has little money with which to absorb losses and sooner or 
later is forcqd*out of the market. 

Floor traders . Two special types of professional speculators should 
be noticed: the floor trader and the “spreader.” The floor trader is an 
individual member o£, the exchange who trades on his own account. 
He trades on the turns of price during a trading session, being always 
ready to buy or sell as his judgment dictates. He is content with 
profits of a fraction of a cent a bushel and generally does not carry 
over open commitments from one day to the next. Being a member of 
the exchange, he pays no commissions and clears his trades through a 
clearinghouse member. In common parlance he is called a “scalper.” 
His willingness to buy and sell for small profits helps to keep the 
market active and keeps prices from rising or falling too rapidly. 

Spreaders . In every futures market there are a few speculators who 
specialize in making “spreading” trades. “Small” speculators and 
floor traders may also make “spreads” and certain brokerage houses 
make a specialty of handling such trades. The spreading operation 
will be described at a later point. 

Brokerage Firms. All contact of the outside public with the futures 
market is made through a broker who is a member of the trading 
exchange. While commission merchants and terminal elevator com¬ 
panies may operate future-trading departments, the brokerage firm 
specializing in futures is the one most deserving of notice. In passing, 
it should be pointed out that these brokerage houses (sometimes 
called “commission houses”) also have cash grain and stock depart¬ 
ments. As the volume of future trading on the grain exchanges has 
declined, the cash grain business of the brokerage firm has increased 
in importance. 

The large brokerage firms maintain branches in the different markets 
and receive orders through many agents in small cities throughout the 
United States and Canada. These firms maintain leased wires and 
teletype service, by means of which orders are received and their 
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execution confirmed. Such houses are referred to as “wire houses.” 
These wires are also used for the dissemination of market news and the 
prices of stocks and commodities. Bids for cash grain are made to 
country shippers by wire, and elevator managers are supplied with 
current price changes and market news. 

The future-trading brokerage house maintains a “board room” for 
the convenience of its customers. Here the current changes in prices 
of stocks and commodities are recorded on a large wall board, and 
“customers men” are present to take orders for purchase or sale. 
Orders are telephoned from the brokerage office to the floor of the 
exchange, where an employee of the firm is present to relay the order 
to a “pit broker,” who executes the transaction in the pit. Even with 
orders coming from a distance by wire, only a few minutes elapse 
between the placing of the order by the customer and the receipt of 
notice of its execution. 

Members of brokerage firms trade on their own account in the futures 
market. Such firms are registered under the Commodity Exchange 
Act and must make reports to the Commodity Exchange Adminis¬ 
tration. Members of these firms hold membership in the exchange, 
and the larger houses are also members of the clearinghouse corpor¬ 
ation. 1 

Methods of Operating in the Futures Market 

Speculating for profit on a price difference . Buying and selling of 
future contracts are done by speculators who try to make profit by 
anticipating the direction of price change. They may buy (go long) 
in anticipation that the price of the future contract will rise; or sell 
(go short) on the assumption that prices will fall. Such trading may 
be confined to a single contract in a single commodity—e.p., May 
wheat—or carried on simultaneously in terms of different contracts for 
a single commodity or different contracts and different commodities. 
When the judgment of the speculator is confirmed, either by a rise or a 
fall in price, he executes an offsetting sale against his purchase or 
purchase against his short sale and takes his profit. When the price 
goes against him, he likewise closes out his contract and pockets his 
loss. Very few speculators on the long side accept delivery of mer¬ 
chandise on future contracts bought. Short sellers are often compelled 
to make delivery of actual merchandise during the delivery month in 

1 For further details of the operation of the “wire house,” see Report of the Federal 
Trade Commission on the Grain Trade, Vol. V, “Future Trading Operations in Grain” 
(Washington, D. C.: Government Printing Office, 1920). 
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which the contract matures, as a means of avoiding penalties and 
minimizing losses on contracts not previously closed out. 

As has been pointed out above, there is a marked contrast between 
speculators with respect to the length of time they are willing to main¬ 
tain a long or a short position before taking profits or accepting losses, 
the “large” speculator disregarding minor fluctuations in price and 
following the trends of the market, the “small” speculator shifting his 
position from long to short and back again many times in the same 
period. It is part of market strategy for those who take a long position 
in the market, and who think that such a position in the market is 
justified by fundamental economic conditions, to exert buying pressure 
as delivery month approaches. Those who are short on the market 
and are equally convinced that the price should fall resist this pressure 
by increasing their sales. As delivery month approaches, the contest 
sometimes resolves itself into a competition for supplies of deliverable 
grain (the commodity being traded). The short interest tries to buy 
grain at prices that will permit it to complete its contracts at a profit if 
possible, or so as to avoid a loss; the long interest buys to enhance the 
price and keep supplies from going to the “shorts.” If the judgment 
of the long interest is correct and supplies of deliverable grain are 
scarce, the “shorts” are forced to give way and take their losses. On 
the other hand, if supplies prove to be abundant and can be made 
available for delivery, the long interest must give way or be prepared 
to accept and pay for all the grain that the “shorts” are ready to deliver. 

Individual speculators have their own peculiar techniques of trading. 
Most common is “trading on the news.” Large speculators spend 
much money in accumulating authoritative information relating to 
supply-and-demand factors. Special crop reporters are hired and 
correspondents maintained at many different points in the supply 
areas. Small speculators follow day-to-day and momentary changes 
in the news and try to evaluate their effects both on supply and 
demand for the commodity and on the operations of other traders in 
the future market. 

Another method is referred to as “chart trading,” since it makes use 
of plotted price curves showing the behavior of prices over a period of 
time. The hypothesis of this theory is that prices tend to develop 
normal patterns and so forecast their own changes. All the effects of 
supply-and-demand factors are reflected in price, so that the chart 
trader does not feel it necessary to pay much attention to current news. 
Others trade on the technical condition of the market, judging whether 
it is “overbought” or “oversold.” Still others, especially the small fry, 
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“follow the leader,” i.e ., they act on the gossip concerning the market 
operations of leading speculators. 1 

The rules of the trading exchange are designed to prevent and to 
punish any manipulation of future prices, such as “squeezing the 
shorts” or effecting a “corner.” The Commodity Exchange Act also 
sets limits to the amount of daily price fluctuation in the futures 
market for different commodities, forbids the holding by any one 
person of more than a certain amount of open futures contracts, 2 and 
may fix the amount of speculative trading that may be done by any 
one person during any business day. Hedging transactions are exempt 
from this limitation. All persons dealing in futures and holding over a 
specified amount of open contracts must make weekly reports to the 
Commodity Exchange Administration. 

Scalping. This is a special kind of speculation engaged in by the 
floor trader. These traders watch for momentary changes in price 
that come as the result of developments in the news, the bunching of 
orders on the short or the long side, or any action of the market that 
takes the price temporarily out of line. They are ready either to buy 
or to sell and are content with fractional profits. Generally they are 
unwilling to carry over open contracts from one day to the next. They 
are called “scalpers” because they complete their purchase and sale 
contracts during a single trading session and do not take a position 
in the market. Their operations help to keep the market active and 
help to keep prices from advancing or declining too rapidly. 

Spreading . Spreading is a speculative operation involving the 
simultaneous purchase of one future contract and the sale of another. 
Speculation, which requires a forecast of the direction of price change, 
involves the maximum degree of risk, since no one can with certainty 
predict a future event. The spreading operation limits the risk of the 
speculator, since it is based on a theory of normal price relationships. 
Prices may not depart from these relationships without setting in 
motion corrective measures that bring them back, for a time at least, 
to a normal condition. It is on this hypothesis that the spreader 
operates. The spreader is not interested in the direction or extent 
of movement of prices, but only in the change in the relative position 
of the two futures in which he is operating. 

Three types of spreading operations in the futures markets are 

1 C. 0. Hardy, Risk and Risk Bearing (Chicago: University of Chicago Press, 
1922). 

2 700,000 bushels in the Chicago futures market, with a limit of 1,000,000 bushels 
in any single day. 
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familiar to speculators in the grain trade: (1) the spread between 
contracts, (2) the spread between markets, and (3) the spread between 
grains. Let us discuss first the spread between contracts, sometimes 
referred to as the “interdelivery spread.” 1 

Interdelivery spread . The interdelivery spread is based on the 
theory of a normal carrying charge to cover storage, interest, and 
insurance from one delivery month to another. This charge approxi¬ 
mates 1J^ cents a bushel per month. Strictly from a cost standpoint, 
the normal spread between two delivery months, say September and 
December, would be 43^ cents a bushel, i.e., the December future on 
a given datfe would sell at 43^ cents above the September future. 
Actually the prevailing, or truly normal spread is something less than 
the full carrying charge that appears generally when supplies of de¬ 
liverable grains in th$ market are abundant and the present demand is 
weak. The size of the spread between two futures contracts varies 
seasonally and is affected by the size of the new crop, weather con¬ 
ditions, stocks of grain in terminals, carry-over of grain in country 
elevators and on farms, stocks in the hands of merchants and proc¬ 
essors, amount of deliverable grades and their availability for de¬ 
livery in the market, and size of the open interest in the futures market. 

The spreader must make an appraisal of the effect of these con¬ 
ditions on the price relationships of the different contract prices. He 
must determine whether the effect of these factors will be to widen or 
to narrow the spread between the contracts, relative to the normal 
amount. For purpose of illustration, let us assume that the normal 
difference in price between September and December wheat futures in 
the Chicago market is 3 cents. On Aug. 15, September wheat is 
selling at 1.45J^ and December wheat at 1.47On the basis of his 
appraisal of market conditions, the spreader anticipates that the 
spread in price between the contracts should widen to somewhere near 
the normal difference of 3 cents. He therefore buys December at 
1.473^, which, on the basis of a normal relationship, is the cheaper 
contract, and simultaneously sells September. 

On Sept. 15, before the September delivery expires, the action of 
forces in the market has raised the price of the September contract to 
1.46 and the December contract to 1.493^. At this point the difference 
in price between the contracts is 3}^ cents, or Yi cent above normal 
difference. The spreader’s hypothesis of a widening difference has 
been justified, and he closes out his spread transaction by simultane¬ 
ously buying September at 1.46 and selling December at 1.49J^. On 

1 drain and Its Marketing , op. cit. t p. 377. 
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the September contract he has lost cent a bushel, but on the De¬ 
cember he has a profit of 2 cents a bushel, as the result of his operation. 
A resumption of the normal difference in price between the contracts 
might have been achieved had both prices declined or had one price 
advanced and the other price declined. The spreader is indifferent 
to any change in the price level, his only concern being the return of 
the two contract prices to a normal relationship. 

Whenever a contract in a deferred future is cheap relative to a normal 
carrying charge, the contract will be bought and its price will tend to 
advance; or if the market is generally declining, that contract will de¬ 
cline at a slower rate relative to the deferred future contract that is 
high in relation to the carrying charge. 

So also the deferred future that is high relative to a normal carrying 
charge will be sold short by those who are watching these price relation¬ 
ships. The action of spreaders helps to keep the prices of the different 
futures “in line” and thus preserves a tendency toward normality in 
the market. 

Intermarket spreads . Prices of staple commodities in the different 
central trading markets of the world are in a more or less definite rela¬ 
tion to each other. The normal difference in price between two markets 
to which the commodity is moving from producing areas conforms 
roughly to the cost of transporting the commodity from the market 
nearest the surplus-producing area to the more distant receiving mar¬ 
ket, as, for example, is the case with wheat in the Kansas City and 
Chicago, and the Minneapolis-Chicago markets. 1 

In some cases, as with Winnipeg (Canada) and Chicago, the normal 
difference in price is measured by the difference in cost of moving wheat 
from each of the markets to Liverpool, since shipments of milling wheat 
are rarely made from Winnipeg to Chicago. This cost of moving the 
commodity from one market to another is reflected in the prices of the 
future contracts in the several markets. When normal differences pre¬ 
vail, the markets are said to be in line with each other. 

There are many factors that disturb this normal relationship, chief 
among these being differences in the size of the crop that is normally 
tributary to the respective receiving markets, the difference in the 
value of deliverable grades in the respective markets, the quantity of 
deliverable grain in the markets, the amount of available grain in the 
markets, the amount of available elevator space, and milling and proc- 

1 A. R. Gans and R. F. Hale, “Regional Variations in Prices Received by Farmers 
in 1925-1934 for Ten Selected Commodities” (mimeographed). Farm Credit Ad¬ 
ministration in cooperation with the Bureau of Agricultural Economics, 1939. 
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essing demand. Of course, any change in freight rates or other handling 
costs will effect a more or less permanent change in the size of the spread. 
It is evident that the price relationship of any single contract in two 
markets is subject to frequent change. When these changes disturb the 
normal price relationship, the spreader is quick to take advantage of 
the opportunity for profit. 

The spread in future prices on wheat between Kansas City and Chi¬ 
cago may be taken as an example of an intermarket spread. The normal 
difference in the wheat future prices between the two markets approxi¬ 
mates 734 cents a bushel. 1 

On June 1, price of the July future in Kansas City is 1.30J4> while 
the price in Chicago is 1.38; a normal spread of 7J4 cents prevails. As 
receipts from the southern part of the winter-wheat belt flow into 
Kansas City, the pressure of hedging sales will usually depress the cur¬ 
rent future (July) price relative to the Chicago price, so that by July 10 
the Kansas City future is down to 1.2534> while the Chicago July price 
is down to 1.3534- The spread has widened to 10 cents. At this point the 
spreader buys the relatively cheaper Kansas City future and simul¬ 
taneously sells the Chicago future. In practice, the purchase in the Kan¬ 
sas City market will be made first, this being the less active futures 
market. 

As the winter-wheat harvest moves north, hedging pressure will nor¬ 
mally decrease in the Kansas City market and future prices will tend 
to rise, or to decline less rapidly. Hedging pressure on the Chicago 
market will increase, and the future prices in that market will normally 
decline with a resulting narrowing of the spread. The action of spreaders 
in the two markets is also a factor in bringing the two markets back to 
a normal relationship. We may assume that by July 20 the price of the 
July future in Kansas City is down to 1.2434* while hedging pressure 
and the operations of spreaders have depressed the price in Chicago to 
1.32. The spread has narrowed to 7 34 cents, a normal amount, and the 
spreader now sells his Kansas City contract and at the same time buys 
in his short sale in Chicago. On the Kansas City contract he loses 1 
cent a bushel, but on the Chicago contract he makes a profit of 3J4 
cents, which gives him a gross profit of 234 cents a bushel. 

Millers and cash grain interests sometimes combine a spreading with 
a hedging operation, in order to anticipate a hedge on grain that they 
have not yet purchased. For example, in May a miller in Kansas City, 

1 Raymond W. Baldwin, Price Differentials in Wheat Futures between Kansas 
City and Chicago , Studies in Business Administration, Vol. IV, No. 2 (Chicago: 
University of Chicago Press, 1934). 
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knowing that he will have to buy wheat from the winter-wheat crop, 
which comes on the market in June and July, wishes to hedge in the 
market of relatively high price and at the same time to be protected 
against any abnormal rise in the price in the market in which he must 
buy his wheat. On May 15 the September future contract in the Kansas 
City market is 8 cents under the price of that contract in Chicago. He 
accordingly sells in Chicago and buys simultaneously an equal amount 
of September futures in Kansas City. As he buys cash wheat in June 
and July, he sells an equal amount of Kansas City futures, but retains 
his sold future contracts in the Chicago market. He may disregard any 
change in the price relationship in the two markets while he is buying 
his wheat, because at the completion of his grain purchases he is hedged 
in the Chicago market at a price difference that is at least Yi cent 
above a normal spread. 

Inter grain spreads. The basis for this more rarely used operation is 
the ability to substitute for certain uses a grain that is plentiful for a 
grain that is scarce. Corn and oats as feed grains may be substituted 
for each other to a certain degree. Large quantities of wheat may be 
used for feed when corn is scarce. A short crop of one of these grains 
with a bountiful crop of the other in the same year will produce at the 
beginning a wide spread in price between the two grains. As the more 
plentiful grain is substituted for the scarce grain, the cheaper grain will 
improve in price, the price of the scarce grain will advance less rapidly, 
and the spread between the two will narrow. Spreading between grains 
may be carried on in the same market and in the same contract. 

Hedging 

Thus far the discussion of operations in the futures market has had 
reference to different forms of speculation. Hedging is a use of the 
futures market which has as its purpose the minimizing of the price 
risk that is inherent in a commodity market in which prices are con¬ 
stantly fluctuating. Hedging, therefore, is a means of protection against 
inventory loss by offsetting a purchase or a sale of the commodity by a 
counterbalancing sale or purchase of an equivalent amount of futures 
contracts. If a grain buyer purchases cash grain, he subjects himself to 
the risk of price decline, but if at the same time he buys the cash grain 
he sells an equivalent amount of futures in the same grain, he is pro¬ 
tected. If subsequently the price of cash grain does decline, his loss on 
the cash transaction is offset by the buying-in of his short sale of futures, 
the future price having also declined in sympathy with the cash price. 

It is upon this harmony of relationship between the cash and future 
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prices that the hedger relies. The two prices tend to move together, be¬ 
cause they respond to the same fundamental economic forces. More¬ 
over, the fact that futures contracts are readily convertible into the 
actual commodity in the delivery month keeps cash and futures prices 
moving together. The normal difference between the cash price and a 
deferred future price is the amount of the carrying charge, i. e., the cost 
of carrying grain in an elevator from the time of purchase to the month 
in which delivery may be made on a sold futures contract. As delivery 
month approaches, the spread between the cash price and the current 
future price narrows. Theoretically these prices come together at or 
near the endUrf the delivery month. 

Many forces are operating in the market to disturb the normal re¬ 
lationship of cash to future prices, and therein lies the risk to the hedger. 
A heavy volume of receipts may temporarily depress cash prices rela¬ 
tive to the deferred future. Lack of elevator space in the receiving mar¬ 
ket may also operate to depress prices of cash grain for a time, as may 
also a poor quality of grain receipts. So also the prospect of a poor- 
quality crop, which might affect the amount of grain deliverable on 
futures contracts, would be a factor. The price of the futures contract 
is always affected by the kind and quality of grain deliverable against 
it in a particular market. Merchants and elevators tend to deliver the 
kind and grade that are most plentiful, the delivery of which is per¬ 
mitted under the rules of a particular market. In the spring months 
cash demands may be dull and new-crop futures may sell at a consider¬ 
able discount, because of the outlook for a large new crop. In years of 
short crop, cash prices go to a premium over future prices, even during 
the period of heaviest marketing. 

To the merchant or the miller, changes in the price level for grain 
are of little importance compared to changes in the “cash basis” or 
difference between the cash price and the price of the current future. 
Cash prices are quoted as premiums or discounts with reference to the 
current future, as 3 cents over December, or 2 cents under September. 
The merchant’s concern is that the cash basis upon which he bought 
and hedged his grain be as favorable or better when he comes to dispose 
of his grain to a buyer. 

Let us assume that on Aug. 1, No. 2 hard winter wheat is quoted in 
the market at 1 cent under the September future price, which is 1.29. 
The merchant buys cash grain at 1.28 and sells an equal amount of 
September futures at 1.29. On Aug. 20, because of heavy grain receipts, 
the cash market has declined to 1.26 and the September future price 
to 1.28. The “basis” has widened from 1 cent to 1 Yi cents. If he sells 
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grain on this basis and removes his hedge, he will have a loss of % cent 
a bushel, not including his commission charge on the purchase and 
sale of the futures contract. 

Hedging by the country elevator . The hedging operation will become 
clearer as we look at different examples of its use in the grain trade. 
Let us examine first the hedging operations of the country elevator. 
The country elevator manager uses hedging in three ways: (1) to hedge 
the purchase of cash grain from farmers while the grain is in transit to a 
terminal market; (2) to hedge grain stored in his elevator; and (3) to 
hedge grain which has been stored with him by a farmer, but which has 
been shipped to market because of inadequate storage space. 

Let us consider first the hedging of grain consigned to the terminal. 1 
On Oct. 1, No. 2 northern spring wheat is selling at 2 cents under the 
December future price, which is quoted at 1.35 in the Minneapolis 
market. On this basis, an elevator manager at a local market in North 
Dakota buys 5,000 bushels of northern spring wheat from a farmer at 
1.17 a bushel. The difference between the “spot” price in Minneapolis 
of 1.33 and the price to the farmer is composed of freight 12 cents, eleva¬ 
tor handling cost 3 cents, profit 1 cent. The purpose of the hedge is to 
protect this 1-cent profit. 

At the same time that the elevator man buys the farmers grain, he 
instructs his commission merchant in Minneapolis to sell an equal 
amount of December futures. On Oct. 15, the car of grain reaches the 
market and is sold. The cash price is now down to 1.31 and, if the man¬ 
ager has not hedged, he would have lost not only his profit, but 1 cent 
a bushel besides. When the commission merchant sells the grain on the 
floor of the exchange, he immediately removes the hedge by purchasing 
the previously sold December contract. Since the December future is 
also down 2 cents, the manager has a profit of 2 cents a bushel on the 
future, to offset the 2 cents that he lost on the cash sale. Thus his opera¬ 
ting profit of 1 cent a bushel is protected, in spite of price decline. 

In hedging grain for storage, the manager buys cash grain on a basis 
of a carrying charge that will pay his handling cost, plus a profit. If in 
September the December futures price is 4 cents above the cash price 
in the terminal, the elevator manager may well consider it profitable 
to purchase cash grain on this basis and to sell the future as a hedge. 
He may, in December, either deliver against the future or sell his cash 
grain and buy in his hedge contract, whichever is more profitable. 

1 Shippers who are not too far from a terminal market are able to shift price risk 
to the buyer by making to-arrive or on-track sales. Those at a distance from the 
terminal make a greater use of hedging. 
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Occasionally a farmer may wish to store his grain in the elevator on 
the chance that the price will be higher at a later date. Since space in 
the country elevator is limited, the manager who agrees to the arrange¬ 
ment will of necessity ship the farmers grain to market long before the 
order to sell is given. To protect himself against a subsequent rise in 
price, the manager will, at the time he sells the cash grain, buy in the 
terminal an equal amount of futures. If the price has advanced when, 
at a later date, the farmer instructs the manager to sell his grain, the 
manager sustains a loss on the cash transaction. If the cash-future price 
relationship (basis) has not changed, the future price will also have ad¬ 
vanced by a^roximately the same amount. When he pays the farmer 
for his grain, he sells the previously bought futures contract. The profit 
realized from the advance in the futures price offsets the loss on the 
cash transaction. Meanwhile, the farmer has paid to the elevator stor¬ 
age charges that cover the cost of the hedging operation (margin and 
commission). 

Hedging by the terminal elevator. The terminal elevator as a large 
buyer of grain automatically hedges its purchases by selling equal 
amounts of futures. The elevator has the option of merchandising the 
grain at a profit or of delivering it against futures in the delivery month. 
If the elevator elects to make delivery, it is entitled to a loading-out 
charge of 134 cents a bushel from the buyer. Since the terminal elevator 
carries grain for longer periods and deals in larger quantities than the 
country elevator, managers of these elevators have particular concern 
for any change in the cash-future price relationship. 

The elevator manager prefers to place his hedge in the market in 
which the elevator is located, in order to facilitate delivery. He also has 
preference for the more active futures market and an active contract, 
since he may have difficulty in closing out his hedge sale in a slow mar¬ 
ket. Because trading in the current future falls off as delivery month 
arrives, the manager has the problem of shifting his hedges to a more 
distant future, provided that he does not wish to deliver. Such a trans¬ 
fer or shifting of hedges is accomplished by. simultaneously buying in 
the contract in the current or near-by future and selling the more dis¬ 
tant future. Much skill is required in effecting such a transfer without 
loss and, if possible, at some additional premium. 

While much hedging is done in the near-by future, smaller elevators 
prefer a more distant future, since it gives the manager more time in 
which to merchandise his grain. The strategy of hedging by the terminal 
elevator is to select that contract and that market which will provide 
the largest carrying charge or difference between the price at which the 
grain is bought and the price at which the future is sold. In order to 
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maintain or improve the “basis,” hedges may be shifted from one con¬ 
tract to another and from one market to another. When grain is sold, 
the hedge is automatically removed by the purchase of an equal amount 
of futures. 

Hedging by the miller and the processor. Thus far the examples given 
to illustrate the use of the futures market for hedging involve chiefly 
the initiation of the hedging operation by the sale of futures against the 
purchase of grain. Millers and other processors may initiate the hedge 
by either a purchase or a sale of futures, depending upon the nature of 
the risk with which they are confronted. Processors of grain may hedge 
their purchases of grain by a forward sale of grain products, without 
resort to the futures market. It is not possible in practice, however, to 
keep such a balance, since grain must be bought when it is moving in 
volume, in order more readily to obtain the desired quality and quan¬ 
tity at reasonable prices. Thus, like the terminal elevator, the processor 
must accumulate a stock of grain in anticipation of orders for finished 
products. So, too, the processor must be ready to accept orders for 
finished product when the customer wishes to buy. Orders are often 
accepted for forward delivery before grain has been purchased with 
which to fill tliem. Under either of the above conditions, the processor 
is subject to inventory loss through fluctuations in the price of grain. 

The use of the futures market by the flour miller will illustrate the 
handling of the two situations referred to above. The miller, like the 
country elevator and the terminal elevator, is seeking to protect a mer¬ 
chandising profit in a market that is subject to constant fluctuation. 
In buying grain in advance of flour sales, therefore, he hedges his grain 
purchases by a sale of futures. The flour miller maintains this position 
until the flour is sold, when he purchases an amount of futures equiva- 
alent to the amount of flour. The miller hedges his net position, i.6., 
grain and grain products on hand are matched against sales of flour. If 
the former are greater than the latter, he sells futures to make up the 
difference. 

When flour is sold for forward delivery before a stock of grain is ac¬ 
cumulated, the miller is under the necessity of pricing flour that will 
not be delivered until perhaps 3 months hence. He calculates his flour 
price on the basis of the current future price of wheat. The future price 
is multiplied by the number of bushels required to make a barrel of 
flour bushels) on an average. To this figure he adds an amount to 
cover milling and selling costs and a profit, a differential for the grade 
of wheat used, and a charge for the sacks. From this total he deducts 
the value of the by-products, to arrive at the net cost of the flour. 

The miller has a problem that does not confront the elevator opera- 
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tor, since he must buy those particular grades of wheat which, when 
ground, will produce the kind of flour that he sells under a given specifi¬ 
cation or brand. This may require some shopping around in the market 
and meanwhile the price of wheat may rise. The miller protects himself 
in this situation by purchasing futures as soon as his contract for the 
forward sale of flour is accepted. Again he hedges his net position, bal¬ 
ancing grain and grain products on hand against forward sales of flour. 
If, as is likely to be the case this time, his forward sales exceed his 
stocks on hand, he will cover the balance by a purchase of futures. He 
is then indifferent to any changes in the wheat price level, since if wheat 
prices advance, his loss on the cash sale of flour will be covered by a 
profit resulting from a subsequent sale of the futures he has bought. As 
he buys grain for manufacture, he sells futures until all the grain for the 
fulfillment of his flow; contract has been bought, at which time all the 
futures have been sold. It is apparent from the above that, in order for 
the hedge to be effective for the miller and processor, the price of flour 
and of other grain products must move with the price of grain. As we 
have seen, this is particularly true of flour prices. The miller is not pro¬ 
tected on the price of by-products, which are controlled by the price of 
manufactured feed. On some exchanges, mill-feed futures are available 
for the hedging of such products. The miller, even more than other 
operators, is subject to the risk of a change in “basis,” i.e. y the relation 
of the cash price to the future price, since he buys much premium 
wheat. Deliveries of such wheat on future contracts generally involve a 
loss; moreover, price relationships change more frequently on these 
superior grades. Occasionally the miller takes delivery on futures, but 
as a rule he prefers to buy “country-run” grain. 

Hedging by the exporter . Exporters in the domestic market put out 
overnight bids to foreign buyers, based on the closing price in the fu¬ 
tures market. The quotation is a “flat,” or specified, price. Most often, 
owing to the difference in time between European and American mar¬ 
kets, these bids are accepted before the opening of the market on the 
following day. If the exporter does not already have a stock of grain, 
he hedges his sale abroad by purchasing an equivalent amount of fu¬ 
tures at the opening of the market. Since the opening price bears a close 
relation to the previous closing price, he is protected against any marked 
rise in the price of cash grain while he is in the process of accumulating 
a cargo lot. He purchases his cash grain, as far as possible, on at least 
as favorable a basis as he sold it. When grain is purchased, the exporter 
“gives up” an equivalent amount of futures to the domestic seller until 
he is finally in the position of having a stock of grain offset by his cash 
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sale abroad and he is out of the futures market. The domestic seller, in 
accepting futures from the exporter, is, in effect, buying in the previous 
future that he has sold as a hedge against the purchase of grain in the 
country or in the terminal market. 

Such, then, is the organization and method of a futures market in a 
trading exchange. Such markets have often been the object of criticism 
and of legislative control, because of alleged manipulation of prices 
and monopolistic tactics of individual speculators or groups of specula¬ 
tors. One must distinguish, however, between the economic utility of a 
market mechanism and the harmful use of it by unscrupulous or igno¬ 
rant traders. The Federal government, in the Commodity Exchange 
Act, and the governing body of the exchange itself are vested with 
power to control the operations of traders and to restrain them from 
practices that may be harmful to the orderly process of price deter¬ 
mination. 

One may legitimately claim for such a market the following economic 
services: 

1. It is a powerful instrument for the determination of prices of the commodities 
in which it deals. 

2. It provides base prices that become, through the dissemination of price quota¬ 
tions, the basis for the price structure in areas tributary to the market. 

3. It provides a continuous open market in which purchases and sales can readily 
be made in large quantity with minimum changes in price. 

4. It provides a machinery for arbitraging transactions by means of which prices 
in different markets are kept in line. 

5. It makes possible the hedging of price risks. 

6. It permits the transfer of ownership of the commodity at the option of the 
holder of the futures contract. 

Limitations of space prevent the examination of futures trading in 
commodity markets other than the grain market. These practices do 
not differ essentially, since they are modeled on those of the grain 
trade, in which futures trading first appeared. The student is referred 
to the bibliography at the end of this chapter for information on these 
other markets. 


QUESTIONS 

1. What is a futures contract? 

2. What economic factors explain the practice of future trading in the agricultural 
markets? 

3. To what types of commodities is future trading suited? 

4. In what sense is the futures contract a standard contract? 

5. Why is a system of options necessary in future trading? 

6. What is the purpose of the trading margin? 
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7. How is the clearinghouse organized and what is its function? 

8. Describe the operation of clearing contracts for brokers. 

9. How is delivery on the futures contract accomplished? 

10. What is the function of the warehouse in relation to future trading? 

11. What are the functions of the future-trading exchange? 

12. Why does the government exercise supervision over future trading? 

13. What types of operators deal in futures contracts? 

14. What are the functions of the broker in the futures market? 

15. How would you justify purely speculative trades in the futures market? 

16. What purpose, if any, do the activities of floor traders serve? 

17. What is meant by “spreading”? Describe a spreading transaction. 

18. What is the economic significance of spreading? 

19. What types of operators use the market for hedging purposes? 

20. What assfflhptions lie back of the hedging transactions? Are the assumptions 
valid? 

21. Illustrate by an example a hedging operation. 

22. Are there any alternatives to hedging in the futures market as a means of 
carrying price risks? 
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CHAPTER XXI 

MARKET AREAS OF THE RETAIL MARKET 
The Area as a Structure 

The term “structure” connotes design, shape, and size; length, 
breadth, and thickness. The spatial idea of the market conforms to this 
notion of structure and warrants us in including market areas along 
with marketing agencies and price structures in any exposition of the 
structural organization of the market. 

The economic definition of a perfect market includes the spatial idea, 
in that for like goods uniform prices tend to prevail at a particular 
point in space, and over an area prices differ usually by the amount of 
the transportation and handling charge. 1 Thus the whole area over 
which goods are sold from a particular market center in competition 
with sales made from other centers may be said to constitute a single 
market. 2 

The economic determinants of the size of market areas are the diL 
ferential costs to sellers in a market place of reaching different parts 
of an area in competition with sellers in other trading centers, and the 
differential prices of these sellers. These two factors serve to measure 
the market area extensively; a third dimension, the “thickness” of the 

1 “Thus the more nearly perfect a market is, the stronger is the tendency for the 
same price to be paid for the same things at the same time in all parts of the market; 
but of course if the market is large, allowance must be made for the expense of 
delivering the goods to different purchasers, each of whom must be supposed to pay 
in addition to the market price a special charge on account of delivery.” From 
Alfred Marshall, Principles of Economics , 8th ed. (New York: The Macmillan 
Company, 1920, p. 325. By permission of The Macmillan Company, publishers). 

2 For a somewhat contrary view, see Frank A. Fetter, The Masquerade of Mo¬ 
nopoly (New York: Harcourt, Brace and Company, Inc., 1931), pp. 261-262, 279, 280. 
For Fetter, a market is an actual place where buyers and sellers gather to make 
exchanges of goods or services. “A market must not be thought of either as the various 
places or the whole area to which the goods are taken or delivered after sale. It is, 
therefore, an error to say that when goods are shipped from one market to another, 
the two markets constitute a single market . . . The prices in any two places differ 
usually, though not always by the amount of the freight and other charges. . . 
But there are always the two market prices. In principle they are primarily different, 
and only secondarily are they kept approximately related by the differential of 
place costs” (pp. 261-262). 


417 



418 


MARKETING 


market area, is, of course, determined by relative intensity of demand in 
different parts of the area. 

What has been said thus far about the economic character of market 
areas refers only to areas for goods sold at wholesale which are uniform 
in character and in the distribution of which transportation cost is a 
major element of the total cost of marketing. For other kinds of goods, 
especially manufactured consumers’ goods, psychological factors are of 
much importance in determining the extent of a tributary market area 
and of areas for the different products sold at retail. The consumer’s 
attitude toward style merchandise, the desire for prestige in buying, the 
desire for entaifcainment and other cultural benefits of a larger trading 
center, and back of all this, the desire for a higher standard of living 
made possible by increased income—all these factors have often caused 
consumers to shift their buying from a customary location to a larger 
and better stocked center of trade. 

Broad social forces have also had their effect in re-forming retail 
trade areas. Chief among these have been improvements in the tech¬ 
nology of transportation and communication. The cheap automobile 
and the hard road have shifted trade from the village and the small 
town to the county seat and the large city. 1 Increased use of motor 
trucks has helped to decentralize the marketing of perishable agricul¬ 
tural products. 2 There is a definite relation between newspaper circula¬ 
tion and the drawing power of retail trade centers. 8 The radio and 
motion pictures have contributed to the awareness by consumers of 
classes of merchandise not available in stores easily accessible to them. 

This brief summary of the determinants of market areas is far from 
complete. Their effects will become more clearly apparent as we ex¬ 
amine at a later point specific examples of different types of retail trade 

1 The Influence of Automobiles and Good Roads on Retail Trade Centers, Nebraska 
Studies in Business, No. 18, Extension Division, University of Nebraska, 1927; 
also, Paul D. Converse, “The Automobile and the Village Merchant,” Bureau of 
Business Research Bulletin 19, College of Commerce and Business Administration, 
University of Illinois, 1928. 

2 “The Direct Marketing of Hogs,” U. S. Department of Agriculture, Miscellaneous 
Publication 222, Chap. 8 (Washington, D. C.: Government Printing Office, 1935); 
also, M. P. Rasmussen, “The Use of Motor Trucks in Marketing Fruits and Vege¬ 
tables, Farm Credit Administration Bulletin 18 (Washington, D. C.: Government 
Printing Office, 1937). 

3 Eaton Van Wert Read, An Analysis of Retail Trading Relationships of Elgin , 
Illinois , o Satellite City , Studies in Business Administration, Vol. IX, No. 1 (Chicago: 
University of Chicago Press, 1938); also, Paul D. Converse, A Study of Retail 
Trade Areas in East Central Illinois , Bureau of Economic and Business Research, 
Business Studies No. 2, College of Commerce and Business Administration, Urbana: 
University of Illinois, 1943). 
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areas. Enough has been said to indicate that the simplified concept of 
the economic theorist with regard to market areas is subject to many 
important qualifications where retail trade areas are concerned. 

Types of Market Areas 

From what has been said above it is obvious that there are many 
different kinds of market areas. A distinction might first be made 
between domestic wholesale areas and those that are international in 
scope. Transportation and handling costs are more important in the 
determination of wholesale areas. Goods are more homogeneous, units 
of purchase are more uniform, and prices more sensitive in wholesale 
trade, with the result that competition organizes itself more perfectly, 
and trade areas are better defined than in the retail market. The terms 
“wholesale” and “retail” as applied to market areas are broad class 
distinctions, which must in turn be broken down into areas tributary 
to trading centers, and into different product areas. It should be ap¬ 
parent also that for each of these types there are “buying” and “selling” 
areas. This classification may be made clear in a brief outline. 

CLASSIFICATION OF TRADING AREAS 

I. Wholesale 

A. International 

B, Domestic: areas tributary to different types of trading centers 

1. Buying areas (all products) 

Individual product areas 

2. Selling areas (all products) 

Individual product areas 

II. Retail: areas tributary to different types of trading centers 

1. Buying areas (all products) 

Individual product areas 

2. Selling areas (all products) 

Individual product areas 

Since the purpose of this chapter is the discussion of retail trade 
areas, any further consideration of wholesale areas will be deferred to a 
later point. With reference to tributary retail trade areas, it should be 
clear that retail trade centers differ widely in character. The term “re¬ 
tail trade center” may be used to refer to the activities of retailers in a 
village, a town, a large city, a shopping center or district in a city, and 
to an individual retail enterprise. It is obvious that the extent and 
character of the tributary area will be affected by the range and variety 
of products handled, the volume of trade, the aggressiveness of the 
dealers, and the availability of favorable transportation and communi¬ 
cation services in the areas served by these different types of centers. 
With respect to different types of retail store, there is a vast difference 
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between the selling area of an individual-unit retail store doing business 
in a village, or in a neighborhood in a large city, and that of a large mail¬ 
order house. When referring to retail selling areas, one must be careful 
not to use the term indiscriminately. 

Not too much is known about the whole subject of retail trade areas. 
What research has been done is concerned almost entirely with selling 
areas, and subsequent discussion will be limited to this aspect of tribu¬ 
tary market and product areas. The areas from which the retailers in a 
given trade center may purchase their stocks may be limited to a few 
wholesale trade centers or may extend to different parts of the United 
States and taaforeign countries, depending on the size and character 
of the retail enterprises. Whether to buy from distant or near-by 
sources, from a few or from many suppliers, is a problem the solution 
of which by retailers in, a trade center helps to determine the geographi¬ 
cal character of their trade relations. All that can safely be ventured at 
this point is the opinion that the buying areas of retailers are much less 
compact and homogeneous than their selling areas and are much less 
stable over a period of time. The problem is one that deserves attention 
by the research specialist. 

Product areas, as distinct from tributary areas in which all products 
sold in the trade center are considered, are of primary importance in 
helping to define the limits of influence of a trade center. Product dif¬ 
ferences and the attitudes of consumers toward them affect the dis¬ 
tances over which different classes of products can be sold. As a result, 
product areas have distinct individuality. The tributary area of a retail 
trade center is a composite of product areas. For some products the in¬ 
fluence of the trade center is dominant in the area; for others its influ¬ 
ence is weak or negligible. 

Methods of Determining Retail Trade Areas 

Various methods have been used to determine the influence of a re¬ 
tail trading center in a territory in which the retail stores of other cen¬ 
ters are selling. None of these methods is considered satisfactory in 
itself; therefore, they are often used in combination. 

1. On the assumption that most trade from outside the center comes 
by automobile, a simple method is that of listing automobile license 
numbers of cars parked in the shopping street or district of the trading 
center on a given day. The addresses of the owners of the cars are then 
obtained from the state motor-vehicle license records. When these are 
plotted on a map, they show the geographical origins of trade for the 
respective trading centers. Limitations of this method are that the total 
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number of automobiles owned in the area is not generally ascertained 
as a basis of comparison, and conditions on the day on which the sample 
is taken may be abnormal. 1 

2. Another method is that of plotting the circulation of newspapers 
published in the competing trading centers. The assumption upon 
which this method is based is that newspaper advertising influences the 
direction of trade. Some applications of the use of this method show a 
high degree of correlation of sales of shopping goods with newspaper 
circulation, but it is also true that there is much overlapping circulation 
of competing papers within an intervening territory. Other means of 
communication, such as the radio and mail-order catalogues, may 
neutralize to a degree the effect of local newspaper advertising. 2 

3. A more direct method is that of plotting the addresses of cash and 
credit customers in the important stores of competing retail trading 
centers. This method is usually restricted to tracing the sale of shopping 
goods, and the period for which the check is made is limited to a week 
or 10 days. This method is often followed up by consumer question¬ 
naires addressed to customers in critical parts of the area to get their 
reasons for buying particular kinds of goods in a given trading center.® 

4. Closely related to the above method is the use of questionnaire 
and interview, applied to consumers to determine where they pur¬ 
chased particular kinds of goods over a period, their reasons for buying 
where they did, methods of transportation used, frequency of shopping 
trips, etc. 4 

5. In communities where charge accounts are common and where 
payment is made by check on a local bank, trade areas have been de¬ 
fined by plotting the addresses of makers of checks given to retail stores 
and cleared through local banks. 5 

1 A good example of the application of this method is to be found in Fred M. 
Jones, “A Survey of a Retail Trading Area/’ Bureau of Business Research Bulletin 44, 
College of Commerce and Business Administration (Urbana: University of Illinois, 
1932). 

2 Ralph Cassady, Jr., and Harry J. Ostlund, The Retail DistribiUion Structure 
of the Small City , University of Minnesota Studies in Economics and Business 
(Minneapolis: University of Minnesota Press, 1935); also Read, op. dt. t and Con¬ 
verse, A Study of Retail Trade Areas , op. cit. 

8 For applications of this method see Read’s study, and “A Survey of the Greens¬ 
boro Retail Trading Area,” Greensboro Chamber of Commerce, Greensboro, N. C., 
1933; also, “Analysis of the Tulsa Retail Trade Area,” by J. M. Maurer and Daniel 
Starch, Tulsa Chamber of Commerce, 1931, both quoted by Read. 

4 See Converse, A Study of Retail Trade Areas , op. cit.; also, Read, op. cit. 

6 See Austin S. Bratcher, “A Method of Delineating Retail Trade Zones,” 
School of Business and Public Administration, University of Arizona, 1939. 
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6. A method of estimating the drawing power of cities for retail trade 
is outlined by Pfanner, without reference to the precise area from which 
such trade is obtained. 1 Pfanner assumes the state as a self-contained 
retail trading area. By a technique of multiple correlation, using such 
independent variables as income tax returns and automobile registra¬ 
tions, which are related to residence, he estimates from census data the 
per capita sales of automobile accessories, furniture, jewelry, and wo¬ 
men’s apparel in 90 cities and, by counties, for the state of Ohio. 

By multiplying per capita sales by the city population he obtained 
an estimated total dollar volume of sales for individual cities. “The 
difference between the estimated sales figure for a city and the actual 
sales figure (as reported in the Census of Retail Trade) for that city is 
the estimate of the amount of trade in a particular commodity group 
that the city draws from outside its boundaries. This figure, expressed as 
a percentage of actual sales of a city, is the drawing power of that city.” 2 

7. Reilly’s law of retail gravitation 3 furnishes still another method. 
This is perhaps the most ambitious effort to reduce to a formula the 
competitive relationships of rival trade centers in a geographical area 
from which each is trying to draw patronage. Reilly emphasizes that 
the “law” applies primarily to “style and specialty goods.” Stated in 
its simplest terms, the law of retail gravitation is as follows: “Two 
cities attract retail trade from any intermediate city or town in the 
vicinity of the breaking point, approximately in direct proportion to 
the populations of the two.cities and in inverse proportion to the square 
of the distances from these two cities to the intermediate town.” 4 Dis¬ 
tance is measured by the most improved automobile highway. 

The assumptions that lie behind this “law” are, first, that “the bigger 
the city the more outside trade it will draw,” and, second, that “the 
farther a city is away from a town the less business it will draw from 
that town.” The size of the city is, of course, measured by its popula¬ 
tion; thus the outside trade of a city increases directly in proportion to 
the population, and inversely in proportion to some power of the dis¬ 
tance of an outlying town to the trade center. A third assumption is 
that at the “breaking point” between two competing trade centers the 
volume of business of the two cities is equal. 

1 John A. Pfanner, A Statistical Study of the Drawing Power of Cities for Retail 
Trade , Studies in Business Administration, Vol. X, No. 3 (Chicago: University of 
Chicago Press, 1940). 

2 Ibid., p. 14. 

3 William J. Reilly, The Law of Retail Gravitation (New York: published by the 
author, 1931). 

4 Ibid., p. 9. 
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From numerous inductive studies Reilly claims to have established 
the fact that “a city with twice the population of another adjacent city 
enjoys about twice as much outside retail business in the territory be¬ 
tween the two cities, and that a city five times the population of an¬ 
other adjacent city enjoys about five times as much outside trade in the 
intermediate territory. 1 Distances from rival trade centers to their re¬ 
spective breaking points were also determined inductively for a large 
number of cities. 2 Only the rate at which trade decreased as distance 
increased was unknown. 

Reilly put these relationships into two equations, 3 the solution of 
which justified him in the conclusion that “business drawn by a city 


1 Ibid., pp. 71-72. 

2 Reilly plotted the retail trade areas of various cities from the charge accounts 
of department stores and specialty shops. He then checked the operation of the 
law by using newspaper circulation figures and interviews with consumers and 
merchants. See Converse, A Study of Retail Trade Areas , op cit., p. 9. 

( 1 ) 


Ba _ (Pa\N /Db\n 
Bb \Pb) X \Da) 


where Ba = the business that city A draws from any given intermediate town. 

= the business that city B draws from that intermediate town. 

Pa =population of city A. 

P6= population of city B. 

Da =distance of city A from the intermediate town, 
distance of city B from the intermediate town. 

Ba is assumed equal to Bb at the breaking point; i.e., Ba/Bb = 1. Since trade is 
known to increase directly with population, N = 1 and the distances Db and Da are 
known. Only n must be determined. 

Solving for n: 

fDb\n Ba ^ Pb (2) 

~ 33 Bb X Pa 

log @ x ; 

- Ifa/Rfr X Pb/Pa 
log Db/Da 

As determined by inductive studies, n was found to fall within a range of 1.5 to 
2.5 and was therefore closer to 2 than to any other whole number. 

Converse gives a simplified application of these formulas in A Study of Retail 
Trade Areas in East Central Illinois, pp. 14-15: The formula for determining what 
proportion of the trade of an intermediate town goes to two competing trade centers 
is there given as 

Ba /Pa\ /Pfr\ 2 
Bb " \P6/ \Da) 

and the formula for determining the distance from a trade center to a breaking point 
with respect to a competing trade center becomes 
Distance from A to B 


\Da/ 

. Db 
0g Da 


log - 


l I ^/ population of 
* population of 


j4 
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in the surrounding territory decreases faster than the distance from the 
city increases; that (in the vicinity of the breaking point) business falls 
off approximately in proportion to the square of the distance.” 1 

While Reilly insists on population and distance as primary factors in 
the determination of retail trade areas, he recognizes that the influence 
of any individual trading center is the result of the combination of many 
different forces, which may or may not be reflected in population size 
and distance. Among those mentioned in the appendix to Reilly’s book 
are the different kinds of transportation and communication service, 
the quality of the population in the area surrounding a market cen¬ 
ter—income feting one of the major characteristics—proximity of the 
market to a metropolitan trade center, the kinds and selections of goods 
offered in the leading stores of the city, the credit and delivery services 



Fig. 18 .—Division of the trade area between two competing retail markets. 

offered, the general reputation of these stores as style-goods centers, 
the banking facilities of the city, the social and amusement attractions, 
topographical and climatic conditions peculiar to the city and its sur¬ 
rounding territory, the kind of leadership provided by the owners or 
managers of the various business interests of the city. 

Examples of Retail Trade-area Analysis 

Considering only the sale of shopping and specialty goods as a group, 
the tributary trade area of any market center resulting from competi¬ 
tion with other market centers breaks down into these subareas: (1) an 
area of dominance, in which sales are made in a most favorable ratio 
as compared with sales of a rival market center; (2) a zone of indif¬ 
ference, in which trade is shared equally with competing markets; and 
(3) an area of overlapping competition. The diagram in Fig. 18 illus¬ 
trates this threefold division of territory, as seen between markets 
C and D. 


1 Reilly, op . cit. t p. 73. 
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Market center C enjoys a dominant position in that part of the area 
adjacent to C and up to the line X-X'. In like manner, market D has an 
advantage up to the line 7-7'. The area between the two lines A-A' 
and B-B' is a zone of indifference, in which lie the “breaking points” be¬ 
tween the rival markets. Within this zone trade divides appoximately 
equally between the two markets. But market C draws some trade be¬ 
yond the line B-B', as does market D beyond the line A-A'. That part 
of the area lying between the lines X-X' and 7-7' (exclusive of the 
zone of indifference) may be said to be an area of overlapping com¬ 
petition. 

East Central Illinois study. A trade-area analysis based on question¬ 
naire interviews in 20 cities and towns in east central Illinois in 1942- 
1943 may be used as a concrete example of the theoretical illustration 
given above. 1 While the sale of convenience goods and certain services 
was canvassed, the example will be restricted to shopping goods taken 
as a group. Figure 19, taken from the Illinois study, gives the outline of 
the Champaign-Urbana retail trading area. The solid line that defines 
the boundary of the area was determined by locating the breaking 
points for trade between Champaign-Urbana and the primary trading 
centers with which it competes. 2 This line takes the place of the zone 
of indifference in the theoretical illustration given in Fig. 18, since no 
data are given for towns on either side of the line in which trade divides 
approximately equally between competing markets. 

Champaign-Urbana has a dominant advantage over other competing 
primary markets within the boundary line. These markets do obtain 
some business in this area, however, as is clear from the data of Table 
87. Decatur, for example, was preferred as a shopping center by 7 per 
cent of the families in Tuscola, and Matoon by 5 per cent of Tuscola 
families. Conversely, retail buyers in Fithian, outside the area, bought 
6 per cent of their purchases in Champaign-Urbana, though the great 
proportion of their trade went to Danville. The inclusion of other points 
either side of the trade-area boundary line would confirm the existence 
of an area of overlapping competition. 

1 P. D. Converse, A Study of Retail Trade Areas in East Central IUinais t 
op. cit. 

3 In determining these breaking points, where trade divides equally between two 
competing markets, Converse checked the accuracy of Reilly’s law of retail gravi¬ 
tation. His conclusion is that “the law works with a relatively high degree of 
accuracy. The coefficient of correlation between the movement of trade as deter¬ 
mined by the survey and that predicted by the law of retail gravitation for 11 towns 
near the breaking points between competing primary trading centers was found 
to be +.88.” 
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Secondary markets. Thus the relation of a market center to its tribu¬ 
tary trade area is not altogether a simple one. In addition to the com- 
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Fia. 19—The Champaign-Urbana Retail Trading Area. 


plexities already referred to, one finds within any trade area subcenters, 
or secondary markets, each with its own orbit of patronage. 1 This rela- 

1 See, for example, the pattern of trade relationships of Tuscola, Monticello, 
Fanner City, and Villa Grove, Ill. Fred M. Jones’s “A Survey of a Retail Trading 
Area.” 
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tion of secondary markets to other smaller markets and to the primary 
market may be illustrated in a diagram (Fig. 20). 

In Fig. 19, which depicts the Champaign-Urbana trade area, the 
secondary market at Paxton may be taken as an example of the rela¬ 
tionship described above. During the period of a year, 43 per cent of the 
families surveyed in Loda bought shopping goods at Paxton, but only 
21 per cent bought in Champaign-Urbana. In Buckley, 20 per cent of 
the families bought in Paxton, and only 10 per cent in the primary 



®* Primary markets 
0 * Secondary markets 

X* Local markets nearer secondary 
markets but also trading with 
the primary market 

Fio. 20.—Relation of secondary markets to smaller markets in the trade area of a 
primary market. 


market. At Cissna Park 5 per cent bought in Paxton and an equal num¬ 
ber in Champaign-Urbana. It will be noticed in Fig. 20 that these 
secondary markets also have important trade relations with the com¬ 
peting primary markets. Reilly’s law, no doubt, operates to a consider¬ 
able extent in setting up local trade areas for these secondary markets 
within the larger trade area. Though smaller in size and less well equip¬ 
ped, they are much closer to buyers in neighboring villages than is the 
primary market. The distance factor for certain classes of population 
and for certain classes of goods outweighs the better trade facilities of 
the primary market of larger population. It will be noticed, however, 
that the primary market is still able to maintain direct trade relations 
with these smaller places for some part of their business. 

Overlapping of a metropolitan market area . Additional complexities 
appear when the trade area of a market lies within the orbit of influence 
of a large metropolis like Chicago. The data of Table 87 (Converse) 



TABLE 87.—PERCENTAGES OF FAMILIES IN TOWNS SURVEYED WHO REPORTED BUYING SHOPPING GOODS 

IN VARIOUS TRADING CENTERS, 1941-1943* 
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Illinois. 1943, Table XVIIL 
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give evidence of the drawing power of Chicago stores and mail-order 
houses in the 20 cities, towns, and villages surveyed in the Converse 
study. This influence does not appear to have affected purchasers in 
Champaign-Urbana, since only 2 per cent of the families surveyed 
bought shopping goods in Chicago stores and 1 per cent by mail. 



Fig. 21.—Primary Trading Area and competitive zone of Elgin, HI. 


When the smaller market is closer to the metropolitan trade center, 
a more positive influence is exerted. In his study of the competitive re¬ 
lationships of Chicago and Elgin, in which he made a canvas of 416 
Elgin families that made out-of-town purchases of shopping goods, 
Read found, that 89.3 per cent shopped in Chicago, 45.3 per cent in Oak 
Park, and 4.4 per cent in Evanston. Since Oak Park and Evanston are 
suburbs of Chicago, the dominant influence of Chicago is apparent. In 
the intervening territory Chicago drew most heavily from the larger 
population centers, Elgin from the smaller towns and villages. The 
competitive trade area of Elgin is shown in Fig. 21. 
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Product Areas 

This influence of a distant large market on the trade of smaller mar¬ 
kets must be viewed in terms of commodities. Indeed the trade area of 
any market is a composite of many product areas. All available studies 
seem to demonstrate that convenience goods, as a group, are bought 
almost exclusively in the local market. Shopping goods vary widely in 
the distances that buyers are willing to go to purchase them. On the 
basis of the evidence gathered by Converse in his study of the shopping 
practices of retail buyers in 20 markets in east central Illinois, he was 
able to rank the different commodities, placing first those goods which 
buyers would^o the greatest distance to buy. 

RANKING OF GOODS ON BASIS OF DISTANCE 
^F POINT OF PURCHASE * 


1. Shopping goods 

a. Women’s coats, dresses, hats, and shoes 

b. Girls’ better clothes 

c. Men’s suits and overcoats 

d. Boys’ better clothes 

c. Carpets, rugs, furniture, draperies, and small electrical appliances 
/. Women’s hosiery 

g . Men’s dress shoes 

h. Men’s work clothes and boys’ work and play clothes 

i. Large household appliances 

2. Convenience goods 

a . Variety goods 

b. Toilet articles 

c . Drugs 

d. Gasoline 

e. Groceries and meats 

/. Coal (except when trucked from a mine) 

The practices that Read, in his study of out-of-town purchases of 
Elgin families, found to be prevailing are shown in Table 88. 

The study of the Waseca, Minn., trade area by Cassady and Ostlund 
showed the following percentages of retail trade going to other towns: 
shoes 78, ladies ready-to-wear 76, millinery 74, lumber 4, drugs 22, 
groceries 8. 

Shopping-goods trade gravitates toward the larger and more distant 
trade centers. The Nebraska study, “The Influence of Automobiles 

1 Converse, A Study of Retail Trade Areas in East Central Illinois, op , cit., p. 65. 
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and Good Roads on Retail Trade Centers,” already cited, gives inter¬ 
esting evidence of a trend away from the village and the small town, 
as shown in Table 89. 

TABLE 88.—COMMODITIES PURCHASED OUT OF TOWN 
BY ELGIN FAMILIES* 


Commodities 

Families 

Per cent 

Number 

Women’s apparel. 

66.7 

130 

Women’s shoes. 

43.1 

84 

Men’s clothing. 

38.5 

75 

Children’s clothing. 

30.8 

60 

Women’s accessories. 

25.6 

50 

Men’s furnishings. 

25.1 

49 

Men’s shoes. 

20.5 

40 

Dry goods. 

17.9 

35 

Furniture. 

16.9 

33 

Floor coverings and drapes. 

16.4 

32 

Toilet goods and cosmetics. 

14.9 

29 

Jewelry and silverware. 

13.8 

27 

Groceries and meats. 

9.7 

19 

Small electric items. 

8.2 

16 

Large electric items. 

6.2 

12 

Auto accessories and parts. 

4.6 

9 

Drugs. 

4.1 

8 

Hardware. 

4.1 

8 

Total answering. 

100.Of 

195 

No answer. 


30 

Total shoppers... 
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* E. V. W. Read, An Analysis of Retail Trading Relationships, Studies in Business Administration, 
Vol. IX, No. 1 (Chicago: University of Chicago Press, 1938). 

t Percentages do not total 100, because many families purchased more than one commodity out of 
town. 


Thus the overlapping competition of primary and secondary markets 
and of both of these with metropolitan markets must be interpreted 
strictly in terms of commodities. The larger, distant market is able to 
draw trade most successfully from smaller markets for highly styled 
items of clothing and for merchandise involving a comparatively large 
outlay of money and infrequent purchase. 
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TABLE 89.—THE ORDER, BY LINES,* IN WHICH VARIOUS-SIZED 
TOWNS RETAIN THEIR FORMER TRADE t 


Towns of 500 population 
and under 

Towns of from 500 to 
1,000 population 

Towns of from 1,000 to 
5,000 population 

1. Groceries 

Meats 

Men’s work clothes 

2. Meats 

Groceries 

Drugs and medicines 

3. Drugs and medicines 

Drugs and medicines 

Groceries 

4. Men’s work clothes 

Bulky hardware 

Meats 

5. Work shoes 

Work shoes 

Work shoes 

6. Kitchen and small 
hardware** 

Men’s work clothes 

Kitchen and small 
hardware 

7. Bulky hardware 

Kitchen and small 
hardware 

Bulky hardware 

8. Fresh fruits 

Fresh fruits 

Fresh fruits 

9. Furniture 

Tires and auto accessories t 

Tires and auto accessories t 

10. Tires and auto 
accessories J 

Furniture 

Rugs and carpets 

11. Rugs and carpets 

Jewelry and silverware 

Musical merchandise 

12. Dry goods 

Sporting goods 

Dress shoes 

13. Jewelry and silverware 

Dry goods 

Sporting goods 

14. Pictures, novelties 

Rugs and carpets 

Jewelry and silverware 

15. Dress shoes 

Pictures, novelties 

Furniture 

16. Sporting goods 

Dress shoes 

Pictures, novelties 

17. Millinery 

Musical merchandise 

Men’s dress clothes 

18. Women’s ready-to-wear 

Men’s dress clothes 

Dry goods 

19. Musical merchandise 

Millinery 

Millinery 

20. Men’s dress clothes 

Women’s ready-to-wear 

Women’s ready-to-wear 


* For all stocks of merchandise listed above the line, at least 60 per cent of the people who formerly 
bought at home still do so. 

t From The Influence of Automobiles and Good Roads on Retail Trade Centers, Nebraska Studies in 
Business, No. 18, University of Nebraska, 1927, Table 17. 
t Plaoed on the basis of the trade now going to home town. 


Effect of Income on the Trade Area 

It follows from what has been said about market preference for the 
purchase of shopping goods that those consumers who enjoy larger 
incomes will be most ready to incur the additional expense of buying 
in a distant market. Evidence to confirm this view is found in the Con¬ 
verse study. The results of a canvass of the buying habits of families in 
four secondary trading centers in east central Illinois are given in 
Table 90. 
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Read also found that in Elgin, Ill., the higher income groups tended 
to shop out of town to a greater extent than did the lower income 
groups. This trade in the area closest to the market is heavily weighted 
with the purchases of low- and medium-income groups. The patronage 
of the higher income group in their home market is less stable for shop¬ 
ping goods. 


TABLE 90.—PERCENTAGES OF FAMILIES WITH DIFFERENT INCOMES 
WHO BOUGHT SHOPPING GOODS* AT HOME OR OUT OF TOWNf 


Income Group 

Home town 

Out of town 

By mail 

Did not buy t 

High. 

32 

53 

2 

13 

Medium. 

39 

37 

3 

21 

Low. 

39 

15 

6 

40 


* The list of shopping goods included: women's hats, women’s better dresses, women’s hosiery, 
women’s shoes, men’s suits, men’s dress shoes, furniture, carpets or rugs. 

t Data from P. D. Converse, A Study of Retail Trade Areas in East Central Illinois , Bureau of 
Economic and Business Research, Business Studies, No. 2, University of Illinois, 1943, Table XXIV, 
p. 58. 

t Includes the answers “don’t know,” “gifts,” “make own,” and those who did not answer. 

Relation of Newspaper Circulation to the Trade Area 

The assumption is that retail buyers in an area surrounding a market 
are influenced by the advertising in the newspapers, published in the 
market center, to which they subscribe. In his study of 20 markets in 
east central Illinois, Converse found a correlation of .76 between news¬ 
paper circulation and trade movement in nine of these towns. Data for 
three of the towns were incomplete. Champaign-Urbana newspapers 
had a larger circulation than rival papers in three towns outside the 
Champaign-Urbana trade area, but the retail trade went mostly to 
other primary markets. In one of the towns lying within the Cham¬ 
paign-Urbana trade area, Decatur newspapers had a large circulation, 
but the bulk of trade went to Champaign-Urbana. The data lead 
Converse to conclude “that a paper can pull relatively little trade into 
its town from consumers living more than 5 miles beyond the mathe¬ 
matically computed 1 boundaries of its trade area.” 2 

Chicago newspapers are widely read throughout the area covered by 
the Converse study, but purchases in Chicago stores by residents in the 
area are not commensurate with the circulation of Chicago papers. To 
get a fair measure of the influence of a widely circulating metropolitan 

1 The reference here is to Reilly’s law of retail gravitation. 

3 Converse, A Study of Retail Trade Areas, op. cit ., p. 53. 
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newspaper, it would seem necessary to relate circulation to definite classes 
of shopping goods and to the buying of groups according to income. 

In his study of the Elgin trade area, Read found a correlation of 
•709+.053 between purchases in Elgin per thousand population in 40 
towns in the Elgin competitive trade area and the circulation of Elgin 
newspapers in these towns. Purchases increased with density of circula¬ 
tion in these towns, which were also served by papers published in 
Chicago and in three other primary markets. 1 

Again, in attempting to measure the influence of Chicago newspapers 
on Elgin subscribers to these papers, Read found that “two-thirds of 
the families \jjjjich read regularly one or more Chicago papers reported 
out-of-town shopping, while only slightly over one-fourth of the non¬ 
readers do so/’ 2 Since 89.3 per cent of families buying out of town shopped 
in Chicago, the inference of Chicago newspaper influence is clear. 

In their study of the Waseca trade area, Cassady and Ostlund found 
that “the circulation of a county-seat newspaper is practically coex¬ 
tensive with the trade territory of the town in which it is published.” 
The area as defined by the residences of subscribers is “almost identical 
with the area represented by the combination of charge customers, 
creamery patrons, and automobile shoppers. 3 

It seems safe to say that, at ah earlier period in the history of trade, 
retail trade areas were much more restricted and much more stable 
than they are at present. Every improvement in transportation and 
communication seems to make for greater mobility of retail trade. In¬ 
crease in family income and growing style consciousness also seem to 
widen the radius of purchase for many kinds of consumer goods. The 
deterioration of retailing in the smaller centers of population has been 
promoted by these developments since about 1917. There are indica¬ 
tions, however, that this trend may have run its course. With the pene¬ 
tration of the variety chain and the small department-store chain into 
rural and semirural areas, more shopping-goods trade will be held 
within the boundary of the local market. With better store facilities, 
larger stocks from which to select, and prices that are more nearly 
competitive, more shopping will be done nearer home. 

While every trade area has its center of gravity, which remains stable 
in a geographical sense, its outer boundaries are subject to constant 
shift and change with every change in the economic and social pressures 
operating within the area and in competing markets. The determination 

1 E. V. W. Read, An Analysis of Retail Trading Relationships of Elgin , Illinois , a 
Satellite City y Studies in Business Administration, Vol. IX, No. 1 (Chicago: Uni¬ 
versity of Chicago Press, 1938). 

* Read, op. dt. t p. 21 and Table 31. 

* Cassady and Ostlund, op. cit., Figs. 8 and 9. 
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of the boundaries of any competitive trade area must be subject to 
constant check if an approximation to their true dimensions at any 
particular moment in time is to be obtained. 

QUESTIONS 

1. How do you justify the inclusion of “area” as part of the market structure? 

2. What are some of the determinants of retail trade areas? 

3. What methods have been used to determine the extent of retail trade areas? 

4. What elements are included in the “law of retail gravitation”? 

5. Of what importance to the sales manager is the determination of “breaking 
points” between competing markets? 

6. What is the effect of product characteristics on the division of trade between 
competing markets? 

7. How does income affect buying habits as between different markets? 

8. What is the effect of advertising on the place of purchase (geographically 
considered) in retail trade? 
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CHAPTER XXII 


MARKET AREAS: THE WHOLESALE MARKET 

Different Concepts of Wholesale Market Areas 

The primary concept with which one must begin in defining a whole¬ 
sale trade area is that of the market as a nucleus or focal point with a 
tributary area-^ market center to which trade is drawn and from 
which goods flow out to a surrounding territory. The modern whole¬ 
sale trade center is the culmination of a long period of economic 
development from a primitive village or small-town economy, by means 
of which direct exchange with people in a surrounding area took 
place, to a metropolitan economy based on wholesale trade, where 
exchange is indirect. Primitive small-town exchange may be illus¬ 
trated by the following diagram: 



In a metropolitan economy the large central market dominates 
smaller markets within its orbit, and exchanges take place between 
these larger markets, as well as within the tributary area . 1 



Such markets reach their peak of development in highly industrial¬ 
ized countries where production is specialized on a regional basis 
within the country, or where the market is a port of entry for foreign 
commerce and an export point for domestic products. The character- 

1 Karl Bricker, Industrial Evolution , p. 88; also, N.S.B. Gras, An Introduction 
to Economic History (New York: Harper & Brothers, 1922)—quoted in Mildred 
Hartsough, The Twin Cities as a Metropolitan Market, unpublished doctor's thesis, 
University of Minnesota, 1924. 
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istics of these markets in their function as assembly and redistribution 
points for the products of agriculture have already been described in 
Chapter XIX. In this capacity they may be characterized chiefly as 
buying markets (centrifugal), in which the movement of goods is 
chiefly toward the market. Centers of manufacture, in which the 
movement is chiefly from the market, may be thought of as selling 
markets (centripetal). Most large central markets have an important 
manufacturing function, thus requiring both the flow of raw materials 
in and of finished goods out. Subsidiary jobbing markets, which may 
have little manufacture, emphasize both buying and distributing 
functions. As will appear later, the market areas of these markets 
of different types show characteristic differences. 

Actual versus potential market areas . The actual tributary area of 
a market center (selling or buying) is the area to which or from which 
commodities are delivered or received in competition with sellers or 
buyers in other wholesale-market centers. The boundaries of such 
areas may be defined by plotting the geographical location of custom¬ 
ers, in the case of a selling market, or the origin points of goods re¬ 
ceived when the market is operating chiefly as a buying market. 

A potential market area (in the case of a selling market) is one in 
which sellers in a given market may operate in competition with 
sellers in other markets, up to the point where marginal cost and 
marginal revenue are equal. Conversely, it is the area from which 
buyers in the market may purchase in competition with buyers in 
other markets, up to the point of marginal cost-marginal revenue. 
Actual and potential market areas will not coincide except under the 
assumptions of perfect competition. 

Transaction centers . As a corollary of the concept of an actual 
market area, based on the flow of goods into or out of an area, from or 
to a market center, notice should be taken of the function of large 
trade centers to facilitate the direct movement of goods between 
producing and consuming points over a wide area without their physical 
concentration and redistribution. Through improvements in com¬ 
munication, operators in the market center are able to exercise con¬ 
trol over the movement of commodities in an area that greatly exceeds 
in extent the area from which actual commodities are drawn to the 
market or to which commodities are delivered. Brokers and selling 
agents in the perishable-produce trade and in the sale of coal and 
lumber and other heavy materials operate from wholesale trade 
centers in this fashion. The control is no less real by reason of the 
failure of the commodity to become concentrated at the market center. 
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A classic example of a transaction center is the market with a future 
trading exchange. The area over which such a market operates is 
extremely wide, often international in scope, while the amount of 
commodity physically concentrated is infinitesimal by comparison 
with the volume of future trading transactions. 

Product areas . The market area of any wholesale market (buying 
or selling) is a composite of product areas. Indeed, it is not possible 
to discuss in any detail the structure of a wholesale trade area without 
reference to product. Product areas are largely determined by product 
characteristics and by a number of other factors, which in turn de¬ 
termine the jfeape and size of market areas. 

Determinants of Wholesale Market Areas 

When data of product movements to or from a market are available, 
it is a very simple task to plot these on a map and thus to show the 
shape and size of either the area of supply or the area of distribution. 
It is quite another matter to determine the factors that control these 
commodity movements to or from a given market under competition. 
Unless such factors are known, however, it is not possible to interpret 
the pattern of actual goods distribution, much less to define the 
limits of potential market areas. 

From the very nature of the problem it is clear that certain factors 
are operating to control commodity movements in geographical space. 
The operation of these .factors is confirmed by inductive studies, 
which will be referred to at a later point. An enumeration of the 
principal factors will be sufficient to introduce separate discussion of 
them. They include product characteristics, price and price policies, 
transportation service and rates, distribution policies, communication 
service, financial services, size and variety of stocks, the aggressiveness 
and enterprise of merchants and of manufacturers in the market center. 
It should be emphasized that these factors do not operate singly, but 
in combination, to determine the size of market areas. 

Product characteristics. The bulk and weight of commodities, espe¬ 
cially in relation to value, are important in determining the extent 
of the area of distribution. Where value is high, in relation to bulk 
and weight, the area of distribution is wide, since transportation cost 
on a single unit of purchase will be only a small part of the purchase 
price. In competition, such cost may be, and often is, absorbed by 
the selling company, especially on branded and advertised manufac¬ 
tured goods. Thus many of these goods have a national market and 
there is wide overlapping of distribution areas for manufacturers 
located in different markets. 
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When value is low in relation to bulk and weight, the movement of 
commodities is more restricted, because transportation cost then 
becomes a much higher percentage of the delivered value. This is 
particularly the case with manufactured goods. For the staple 
products of agriculture and other raw materials, special commodity 
rates permit movement over long distances to processing industries, to 
consuming markets, and for export. As between different buying or 
selling markets, however, it should be noted that their respective trade 
areas are determined not by the absolute amount of the transportation 
charge but by the differential cost of shipping from one market as 
against another, or of assembling at one market rather than at another 
from a single supply area. In the case of highly standardized products 
moving in large volume, a difference in transportation cost of only a 
small amount will be sufficient to determine the direction of traffic flow. 

Perishability is a factor that may operate to restrict the movement 
of goods over long distances, though protective methods have over¬ 
come to some extent this difficulty. This is notably the case with 
refrigeration. The speeding up of transportation, and improvement 
in packing and stowing are also important. 

Standardized products lend themselves to wider distribution than do 
unstandardized. The same may be said for branded, as against 
unbranded, manufactured goods, especially those backed by advertis¬ 
ing. Private brands of wholesalers will, in general, have more extended 
areas of distribution, because of lower initial cost of acquisition or 
production. 

Manufactured products that are in general use, of the class known 
as “convenience goods” will be sold over a wide area; but since they 
are usually distributed through wholesalers, the market areas will be 
those of jobbing markets rather than national in extent. Wider 
markets, often national in scope, are typical of goods that have unique¬ 
ness of appeal for the buyer, either because of a quality of design or 
because, through advertising, the buyer has been induced to prefer a 
particular brand or make of product. Style goods and specialty goods 
are in this class. 

Price and price policies . Differential prices are an important 
economic determinant of wholesale market areas. This is particularly 
the case with industrial raw materials and agricultural products which 
sell in uncontrolled markets, and the price of which does not include 
the cost of transportation to the buyer. When the price includes an 
element of freight absorption, or when trade-association pricing 
formulas are used, competitive market areas are less well defined. 
Price seems also to be a minor factor in area determination for those 
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manufactured goods for which freight cost is a small part of the total 
cost of marketing. 

Transportation service . Transportation service as it affects area of 
distribution must be related to the needs of individual shippers and 
the method of transportation available. For rail transport, the lay¬ 
out of railroad lines about a market has much to do with the ability of 
that market to draw from a wide area and to distribute goods effectively 
to other points. Speed of trains is important, as is evident from Fig. 
1. The frequency of train service, dependability of schedules, and 
the availability of package and pool cars for l.c.l. shipments are further 
examples. ^Protective services have already been noted. Services at 
rail terminals within the market are of major concern, since they 
facilitate the prompt delivery of freight and its reforwarding. Hold 
yards, industry tracks, union terminals, and icing and warehouse 
facilities are examples of terminal services. 

When speed is not a consideration, the presence of waterways to 
which a market has access is a favorable factor, since they attract low- 
value, bulky traffic, which can move at lower cost than by rail. More¬ 
over, access to water transport, even though it is not used to any 
extent by shippers, is instrumental in lowering rail rates out of the 
market, thus giving these markets an advantage over other markets 
not so located. It has been the policy of the Interstate Commerce 
Commission, however, to equalize competition between the major 
commodity markets by adjusting the rail rates into and out of these 
markets to compensate, in part, for disadvantages of location with 
respect to water transport. 

The introduction of the motor truck has given shippers a more 
flexible transportation service, with respect to both size of shipment 
and routing. It is highly probable, however, that the motor truck 
will, in the long run, tend to weaken the influence of the large metro¬ 
politan markets, since manufacturers, through the ownership of fleets 
of trucks, or by contracting for service, may make direct shipments to 
buyers without going through central-market wholesalers. When air 
transport becomes more common, it is likely that the effect on central 
markets will be similar to that of the motor truck. 

Transportation rates. The system of rail rates has been developed 
largely to favor the high-density traffic between large markets and 
thus to perpetuate their position of dominance. Low commodity 
rates have made possible the concentration into these markets of 
agricultural and industrial raw materials over wide areas. Transit 
and reshipping rates have facilitated the processing and storage of 
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commodities at these points and thus given a wider radius to the 
market area, both in supply and in distribution. 

Transportation rate differentials, as between two or more different 
markets, work with price differentials to determine the shape and size 
of the market area. Thus rival markets strive with each other to 
preserve any rate advantages that they may have and try to add to 
them. The activities of boards of trade and chambers of commerce 
must be reckoned with in any study of the areas tributary to a partic¬ 
ular market. Rates become part of the price of a commodity in all 
delivered price systems. How a difference in class rates on like manu¬ 
factured goods may discriminate between whole regions is illustrated 
in the different schedules that prevail in Eastern or Official territory 
and in Southern territory. The effect of this difference in rates on 
the area of distribution of competing manufacturers in the respective 
territories is illustrated in Fig. 22. 

Sales policies. The sales policies of manufacturers have an impor¬ 
tant effect on the distributive function of large markets. When the 
manufacturer decides to carry stocks in branch warehouses or in public 
warehouses located in the market, the importance of the market is 
enhanced and its area of distribution is enlarged. The same may be 
said for a policy of distribution through wholesalers. The use of sales 
agents and brokers may serve to divert much of the commodity to a 
direct route from the manufacturer to the point of consumption and 
thus restrict the activity of the wholesale market as far as physical 
handling is concerned. Size and variety of stocks carried in the market 
and the aggressiveness of wholesale merchants and agents play their 
part in preserving and extending the hold of a market on i ts tributary area. 

Communication service . Paralleling the transportation layout is the 
service of communication. Especially important in drawing shipments 
of agricultural commodities from a surrounding area is the dissemin¬ 
ation of prices and market news by wire and radio. It is elementary 
that the prompt and accurate handling of wholesale transactions over 
distances is dependent upon an efficient and reasonably cheap com¬ 
munication service. Circulation of price sheets and trade papers from 
a market center help to establish its prestige in a surrounding territory. 

Financial service . The flow of commodities into and out of a 
market is inseparably tied to the making of advances and the extension 
of credit. This service has already been discussed in some detail in 
Chapter IV. Advances to country shippers and the correspondent 
bank relationships of large city banks with country banks, both help 
to tie trade to a particular market in the area to which credit is 
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extended. Liquidation of the debt is most often dependent upon the 
sale of the commodity to or through the terminal-market operator who 



has made the advance. Likewise on the selling side, credit is used 
competitively by merchants and manufacturers in one market, to hold 
trade in a particular area against the offering of a like service by 
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operators in rival markets. Credit becomes, in fact, an essential part 
of the price structure of the market. 

After this consideration of the nature of the principal factors that 
influence the size of the tributary areas of metropolitan markets, it 
now becomes necessary to see how these factors operate in combination 
to determine the structure of these areas. 

Structure of Wholesale Market Areas 

Market area of a single market . In order to understand how the 
area about a buying market is allocated to the production and sale of 
different products, or of the same product in different forms, an ideal 
picture of the milk-supply area of a metropolitan market under free 
competition is presented. 1 It is assumed that milk comes to market 
only in the form of fluid milk, cream, and butter, the milk having 4 
per cent butterfat, cream 22 per cent, and butter 100 per cent. Expenses 
of production for each product are the same and are assumed to be 
$1.80 per 100 pounds of milk equivalent. Transportation costs vary 
directly and in proportion to the distance of the haul and the weight of 
the commodity. The market prices are assumed to be $3 per 100 
pounds for milk sold as fluid milk, $2.20 for milk sold as cream, and 
$1.90 for milk sold as butter. Transportation cost for fluid milk is 1 
cent per 100 pounds per mile. Such cost for an equivalent amount of 
cream is 0.2 cent per mile, and for butter, 0.04 cent. 2 One further 
assumption is necessary, namely that the land about the metropolitan 
market center is equally suited to dairy production. 

Assuming the above market prices and transportation costs, farmers 
located at different distances from the market will realize different net 
returns according to the form in which the product is shipped. This is 
demonstrated in Table 91. 

With costs of production the same for the different products, it is 
clear that under pure competition farmers in the 50-mile zone are 
compelled to ship only fluid milk. At a distance of 100 miles, it is a 
matter of indifference whether fluid milk or cream be shipped; while 
at 150 miles, only cream may be shipped. The limit of the cream 
zone is 187.5 miles. Butter yields the best return in the zone beyond 
187.5 miles up to a maximum of 250 miles, where the net return is just 
equal to the economic rent paid for the land. 

1 The example is drawn from James Stepp “The Economics of Price in the Milk 
Industry,” Re-port of the Bureau of Public Administration, Series B, No. 9 (mimeo¬ 
graphed), University of Virginia, Charlottesville, Va., Chap. III. 

3 Twenty pounds of 20 per cent cream equal the cream equivalent of 100 pounds 
of 4 per cent milk. 
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TABLE 91.—RELATIONSHIP BETWEEN THE GEOGRAPHICAL 
LOCATION OF PRODUCTION AND THE FARM PRICES 
OF MILK SHIPPED AS FLUID MILK, 

CREAM, AND BUTTER* 


Distance from 
market 
(in miles) 

Farm price per 100 lb. milk equivalent 

Fluid milk 

20 per cent cream 

Butter 

A 

60.0 


$2.10 

$1.88 

B 




1.86 

C 

150.0 


1.90 

1.84 

D 

«*S7.5 

1.125 

1.825 

1.825 

E 



1.70 

1.80 


* Jambs Stepp, “The Economics of Price in the Milk Industry,” Report of the Bureau of Public 
Administration , Series B, No. & (mimeographed), University of Virginia, Charlottesville, Va., 1942. 


Areas delimited by such price relationships will take the form of 
concentric zones about the metropolitan market as a center, as shown 
in Fig. 23. (Prices are f.o.b. city receiving stations.) 1 



Fig. 23. —Product areas in the market-milk production area at a single market. (Prices 
are f. o. b. city receiving stations.) 

Wholesale product areas . The effect of product differences on area 
of distribution from a wholesale market may be observed in two studies 
issued by the Bureau of Foreign and Domestic Commerce of the U. S. 

1 The above presentation is based on the original theory of Von Thiinen’s Der 
holirte Staat, in which a theory of location of agricultural production around a single 
large urban consuming center is presented. 
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Department of Commerce, 1 and in a third study issued by the National 
Wholesale Druggists 7 Association. 2 The basis upon which these areas 
were defined was the actual distribution of sales by regular wholesale 
merchants. In the grocery study, wholesalers were asked to report 
the number of salesmen in the city of location and outside, the total 
territory covered, number of accounts in each county, principal meth¬ 
ods of shipment, number of delivery trucks, and zone of truck deliv¬ 
ery. "A weighing of the data of accounts per county, read in the light 
of railway facilities, provided the basis for demarcation of territories.” 
Where railway location did not indicate a clear line of division, freight- 
rate tables on canned goods were prepared and the territorial outlines 
followed as nearly as possible the line of freight equalization. 

It was discovered that wholesalers in a given market distributed in 
the following trade zones: (1) the smallest area, that in which they sell 
most easily in competition with wholesalers in other markets; (2) a 
wider circle, in which they distribute certain specialties or fancy 
groceries; and (3) a zone in which they can compete with private 
brands. These zones are not mutually exclusive, since there is much 
overlapping in terms of staple and specialty goods. Figure 24 shows 
the primary area of distribution for wholesalers in Boston, Mass.—an 
area which in turn, is a part of the extensive trade area that includes 
all the New England states and parts of New York and New Jersey. 
Since there is overlapping competition of the different markets in all 
the subareas, the compilers of the report by necessity were forced to 
make rather arbitrary judgments in drawing boundary lines that 
would divide the territory into separate trade areas. The report dis¬ 
tinguishes 184 separate wholesale trade areas for groceries in the 
United States. 

The Atlas of Wholesale Dry Goods Areas was compiled in a manner 
similar to that of the grocery areas. A canvass was made of 600 
general-line dry-goods wholesalers, who were asked to outline their 
regularly served sales territories on a map of the United States and to 
report their sales. Cities representing primary dry-goods wholesaling 
centers were chosen on the basis of the data of wholesale sales eontaincd 
in the Census of Business. Because of the overlapping of sales ter- 

1 Atlas of Wholesale Grocery Territories , U. S. Department of Commerce, Market 
Research Series No. 19 (Washington, D. C.: Government Printing Office, 1938); 
and Atlas of Wholesale Dry Goods Trading Areas f U. S. Department of Commerce, 
Economic Series No. 12 (Washington, D. C.: Government Printing Office, 1941). 

8 Distribution through Drug Channels in the 84 Wholesale Trading Areas , National 
Wholesale Druggists’ Association, New York, 1935. 
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ritories of competing markets, the delineation of boundary lines of 
primary trading areas was somewhat arbitrary. Both primary and 
secondary trade areas are shown for the several markets. 



Fig. 24. —Wholesale grocery trade areas in the Northeastern states. (.Bureau of 
Foreign and Domestic Commerce , Wholesale Grocery Territories.) 

A comparison of the primary wholesale trade area of Boston, for 
groceries, with the area of the same market for dry goods reveals the 
more extensive nature of the dry-goods area. This is borne out by the 
fact that in the country as a whole 184 major trading areas for groceries 
are defined, while for dry goods only 46 are delineated. 

In explanation, the compilers of the dry-goods report are quoted as 
follows: 

The wholesale grocer distributes convenience goods of daily consumption, 
but the dry-goods wholesaler distributes goods classed as shopping goods rather 
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than convenience goods. The ‘‘shopping” character of the dry goods, however, 
is qualified by the fact that they are also largely necessity and staple goods of 
constant consumer use and consumption, although this consumption extends 
over a longer period and replenishment is less frequent than for grocery items. 
Consequently, nearness of the dry-goods wholesaler to his retail customers is 
not so essential as in the case of the wholesale grocer, who must be available to 
the retailer, if necessary, on a daily basis. 1 



Fig. 25. —Wholesale dry-goods trading area of Portland, Me. ( U . S. Department of 
Commerce , Bureau of Foreign and Domestic Commerce , Atlas of Wholesale Dry Goods Trading 
Areas, Washington: Government Printing Office, 1941 •) 

Further demonstration of the effect of nature of product on extent 
of trade area might be obtained from the data of sales of manufacturers’ 
sales branches and sales offices, agents, and brokers, who handle 
mostly dry-goods specialities and whose areas of distribution are not 
reported. Areas of distribution for these agencies would be much 
wider than those of service wholesalers. 

The overlapping of both primary and secondary market areas may 
be noted in Figs. 24 and 25. This suggests either that there are other 

* Atlas of Wholesale Dry Qoods Areas, op. cit., p. 1. 
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Fig. 26. —Actual distribution by counties of Wisconsin and Michigan potatoes during 
the five-year period 1926 to 1931. 

A.—Principal counties in which Wisconsin and Michigan potatoes were produced. 


B.—Counties in which an average of one carload or more of Wisconsin potatoes were 
sold annually during this period. 

» C.—Counties in which an average of one carload or more of Michigan potatoes were 
sold annually during this period. 

D. —Counties in which one carload or more of both Wisconsin and Michigan potatoes 
were sold annually but with Wisconsin potatoes predominating. 

E. —Counties in which one carload or more of both Wisconsin and Michigan potatoes 
were sold annually but with Michigan potatoes predominating. The line XY marks the 
boundary of maximum theoretical distribution of Michigan potatoes and also of minimum 
theoretical distribution of Wisconsin potatoes. The line FW connects the points at 
which freight rates from Wisconsin and Michigan were equal. (No allowance was made 
for difference in base price in establishing this line.) 
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factors not taken into consideration by the compilers of these reports, 
which permit such sales on a profitable basis, or that wholesalers are 
engaging in uneconomic distribution by invading each others terri¬ 
tories. The problem presented by overlapping competition points to 
the need for a more refined technique of defining the economic limits of 
trade areas. A more detailed illustration of the interpenetration of 
trade areas by competing distributors is shown in Fig. 26. This figure 
also shows the fallacy of using the line of equal freight rates as a divid¬ 
ing line for areas of actual distribution in wholesale trade. 



Fig. 27.—The representative areas of cattle supply for Chicago and eight competing 
markets in 1927. Based on data of counties shipping 60 per cent or more of their total 
rail shipments to a given market. ( Courtesy of Dr. Howard D. Dozier, U. 8. Department 
of Agriculture, Bureau of Animal Industry.) 


A view of competitively determined supply areas for central livestock 
markets is given in Fig. 27. The areas for cattle are much more exten¬ 
sive than those for hogs, and somewhat less extensive than those for 
sheep. The shape and size of the Chicago market area are determined 
by (1) the demand for livestock and meat at and east of Chicago; (2) 
the type of livestock production in different parts of the supply area; 
(3) the relative density of livestock population; (4) physical factors of 
climate, topography, and feed supply; (5) transportation service and 
rates; and (6) the price competition of other markets. 1 

1 See Fig. 30 and the authors’ Supply Area of the Chicago Livestock Market (Chicago: 
University of Chicago Press, 1931). 
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Potential Market Areas 

Thus far we have been discussing areas of actual distribution and 
supply about a market center. The factors that determine the limits 
of such areas are none too clear, since actual distribution by whole¬ 
salers is largely a function of managerial sales policies, which may or 
may not be scientifically determined. Studies of a more theoretical 
nature have been made with the idea of defining potential market areas 
in which goods may be sold, or from which supplies may be drawn by 
operators in a given market place. The potential area may be defined 
as that in which sales may be made or from which supplies may be 
purchased, return which is greater than may be obtained by 
operators at other market centers that are in competition. Sales 
managers are constantly trying to realize in their actual distribution 
the limits of these potential areas. In practice, they either fall short 
of this goal because of insufficient sales effort or, through ignorance, go 
beyond the economic limits, with resultant loss. 

Economic law of market areas. 1 In the case of standardized com¬ 
modities, the units of which are fairly homogeneous, and where fully 
competitive supply-and-demand conditions prevail, it is possible to 
define rather accurately the economic limits of the tributary market 
areas of two or more competing markets in the region contiguous to 
them. If the example be taken of two selling markets, A and B , which 
are so located geographically that shipments may be made from one to 
the other, it is obvious that prices in the two markets cannot differ by 
more than the amount of the freight cost between them. If the differ¬ 
ence were greater, then the market with the lower selling price would 
wipe out the market of higher price. Only so long as the price differ¬ 
ence is less than the freight cost between the markets can the two 
markets exist. 

* .....S 

$1.00 75m). 75 mi, $1.00 

Let us now consider the division of territory between the two 
markets. If the price per unit in both markets is the same and if 
freight rates on a mileage basis prevail, it is clear that the division of 
territory will be described by a point on a straight line joining the two 

1 Frank A. Fetter, “The Economic Law of Market Areas,” Quarterly Journal of 
Economics, May, 1924, pp. 520-529; and The Masquerade of Monopoly (New York: 
Harcourt, Brace and Company, Inc., 1931), Chap. XX. Fetter acknowledges 
indebtedness to J. B. and J. M. Clark, The Control of Trusts , pp. 104-112, for the 
initial statement of the relation of the balance of freight rates and differential base 
prices to the division of territory between competing markets. 
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markets and half-way between them. Again, the relation of freight 
difference to price difference determines the location of this point. 
The difference in freight cost must equal the difference in price in the 
respective markets for any buyer on the margin or at the point of 
indifference. When the difference in price is 0, the area will divide 

A g 

$r00 85 mil * 65mL $L20 

equally. Should the price at B be raised to $1.20, the price at A 
remaining the same, the point of division would move to the right by 
half the amount of the increase, thus restricting B 1 s selling area and 
enlarging A 1 s. The difference in prices would again be balanced by 
the difference in freight cost, and the two markets would be in equi¬ 
librium. 

Thus far the explanation applies only to competition along the line 
from A to B. What about the division of territory north and south of 
this line? The rule still holds that “the location of the point of indif¬ 
ference in delivered costs to any buyer between two markets is deter¬ 
mined by the combination of base prices and freight rates ... the freight 
rate from one market may exceed that from the other to any location 
only by the amount of the difference in base prices at the two mar¬ 
kets.” 1 This, as Fetter points out, is a numerical relationship of the 
same kind as that in the formula of a hyperbolic curve, “which is such 
that the difference of the distances from any point of it to two fixed 
points, called foci, is the same.” In the degree that freight rates 
varied exactly in proportion to distance and that goods could be ship¬ 
ped on a perfectly straight route from each market to every point in 
the territories concerned, and that the two base prices were alike to all 
buyers, the following general law of market areas would apply: 

The boundary line between the territories to two geographically com¬ 
peting markets for like goods is a hyperbolic curve. At each point on this 
line the difference between freights from the two markets is just equal to 
the difference between the market prices, whereas on either side of this 
line the freight difference and the price difference are unequal. The 
relation of prices in the two markets determines the location of the boundary 
line : the lower the relative price for two selling markets , the larger the 
tributary area. 2 

For two buying markets, the higher the relative price, the larger 
the area. 

1 Fetter, op. cit. 

2 Ibid., p. 526. 
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From an inspection of Fig. 28 it is clear that only when base prices 
are equal is the line dividing the territory a straight line. With any 
other relationship of base prices the boundary becomes a curve, bending 
around the market of higher price (in the case of selling markets) and 
away from the market of lower price. In case both market prices 
change at the same time, it is the relative, not the absolute, amount of 
the change that will affect the shape of the curve. Size of market 
territories for homogeneous products, in the marketing of which freight 



Fig. 28.—Division of territory between two competing markets with freight rates 
remaining the same but with base prices varying. 

cost is a significant item, may thus be said to be a function of the 
differential of market base prices, freight rates remaining constant, or 
of freight-rate differentials, market prices remaining constant. 

Applications of the law of market areas . In The Masquerade of Afo- 
nopoly , Fetter makes a considerable use of the reasoning that underlies 
his “law” in attacking the use by the steel industry of basing point 
prices. The method of measurement above described gives only a 
first approximation of a true market area, as may be learned by one 
who tries to apply it. Actual railroad rates do not conform to mileage 
schedules, but are often made to favor long and indirect hauls. The 
resulting boundary lines are far from being smooth curves. Differences 
in time schedules of freight trains serving competing markets, where 
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distances to points in the territory are the same, will give one market 
an advantage over another. Custom and habit of country shippers 
may lead to an illogical choice of markets in which to sell. Lack of 
knowledge on the part of country shippers of prices in competing buy¬ 
ing markets, or of the added costs of selling in particular parts of a 



Fio. 29.—The potential hog supply area of the Chicago market. 


territory by those operating in selling markets—all these factors and 
others help to explain the failure of actual distribution to conform to 
the theoretical pattern. 

The results of the analysis of a livestock supply area according to 
the Fetter formula are given in Fig. 29. The market focus is Chicago 
and the product, live hogs. The area in solid black on the map is 
the area from which 75 to 100 per cent of the total rail-haul ship¬ 
ments of live hogs moved to Chicago in 1927. The theoretical, or 
potential, area of supply is described by the heavy dashed line that 
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passes through the black area in northern Indiana, Illinois, and part of 
Iowa, and forms the eastern and southern boundaries of the “indiffer¬ 
ence zones” about the Omaha, Sioux City, and St. Paul markets, 
respectively. Along this line, which results from a balancing of freight 
differentials and price differentials, net returns to shippers are the 
same, regardless of to which market shipment is made when the market 
is in competition with Chicago. In Indiana, Illinois, and eastern Iowa, 
where Chicago is in competition with the East St. Louis market, the 
line of indifference bends around Chicago, which is the market of 
lower price. Over each of the other competing markets Chicago has a 
net-price advantage, the line of indifference bending around these 
markets ancT^iway from Chicago. Such are the peculiarities of the 
railroad rate structure that Chicago is able, theoretically, to compete 
on an equality with Omaha, Sioux City, and St. Paul in the indifference 
zones around these markets and has an advantage in competition in the 
territory beyond these markets. The failure of the actual area of 
supply to conform exactly to the theoretically potential area is evidence 
of the fact that forces other than freight rates and prices are operating 
to control the movement to market of live hogs. There is, however, a 
general conformity, and the data of actual movement to the competing 
markets verified the general accuracy of the boundary line as far as 
rail-haul movement was concerned. 

A further application of Fetter’s law may be seen in Fig. 26, in 
which the economic limits of the Wisconsin and Michigan potato 
markets are described and a comparison is made with actual dis¬ 
tribution from the two markets. 

Under competition, the structure of the market area is such that 
operators in a market have an exclusive advantage in the territory 
adjacent to the market, up to the line of indifference. Often this line 
becomes a zone, as is apparent in Fig. 29 because of identical freight 
rates at a number of points at different distances from the respective 
competing markets. Within this zone, sellers in the competing mar¬ 
kets meet on an equality and shippers have complete freedom of choice 
as to which market to prefer. Beyond this zone, in the direction of 
market B , market A is at a disadvantage; likewise market B in the 
direction of market A. Because of imperfections in the market, how¬ 
ever, the areas on either side and adjacent to the zone of indifference 
become areas of overlapping competition. 

Market areas under regulated competition . A further disturbing 
factor in the delineation of wholesale trade areas results from any 
departure from a mill-base price such that some form of price discrimin- 
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ation results. Examples of this may be seen in the use of so-called 
“postage-stamp” prices, whereby a product may sell over a large part 
of the country at the same price; in the use of zone prices when freight 
is allowed or prepaid to buyers in different zones, regardless of the 
location of the seller; and in basing-point price systems, under which 
the seller may invade a rival mill’s territory by adopting the price of a 
basing-point mill in that territory and quoting to the buyer a delivered 
price identical with the price quoted by the rival basing-point mill. 
The purpose of all these pricing plans is to maximize the area of dis¬ 
tribution of individual sellers. The use of such pricing practices tends 
to eliminate any fixed boundary lines between competitive markets. 
While this kind of selling weakens the local monopoly that sellers in a 
particular market enjoy in near-by territory under the mill-base method 
of pricing, it results in much uneconomic crosshauling, and takes from 
the buyer close to the point of sale the advantage of location that he 
formerly enjoyed. 

Controlled pricing practices tend to appear in industries for which 
large plant facilities are required, with resulting heavy overhead costs. 
In the case of a homogeneous product like cement, lumber, and certain 
kinds of steel products, it becomes advantageous for a particular plant 
to sell beyond the geographical limits of an area in which full costs of 
manufacture and sale are met. Sales beyond this limit, which add to 
volume, help to lower unit costs of production through a more economic 
distribution of overhead. Freight can profitably be absorbed on addi¬ 
tional business up to a point where only prime costs are covered. 
Competitor companies operating under such conditions freely invade 
each other’s territories, with resulting disintegration of any fixed 
marketing area for any single plant. 

The way in which demand is spread over a wide area also has much 
to do with adherence to a traditional method of selling and area 
allocation. Where demand is spread evenly and plants are widely 
scattered, competition is more likely to prevail and well-defined areas 
of distribution to appear. Where demand is localized at widely 
separated points, as is the case with much heavy construction—the 
building of dams, etc.—or where the producing units are tied to their 
locations by natural factors, as in the lumber and salt industries, zone 
and basing-point prices tend to appear. 

Dynamics of Market Areas 

From what has been said thus far it must be clear that there is little 
permanence to the boundaries of the wholesale market areas of compet- 
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ing markets, A change in either relative rates or relative prices will 
effect a change in the location of the lines or zones of indifference that 
separate the markets. A general increase in rail rates, without a 
change in prices, will effect a change in the area competition of market 
centers. Such an increase, if it is made on a percentage basis, will 
penalize the market that has a price advantage and, therefore, the most 
extensive area. The area of the selling market with the higher price 
will be enlarged, while that of the market with lower price will be 
restricted. An arbitrary increase per 100 pounds will not immediately 
disturb the balance of rates and prices between the markets, but will 
tend to force^ lowering of price in both markets if buyers in the inter¬ 
vening territory are to be served. 

A change in method of transportation may operate to effect a 
radical change in existing market areas. A shift from rail to motor 
truck has had a tendency to decentralize marketing movements of 
certain commodities, notably livestock, and to build up local concen¬ 
tration points within areas in which larger markets have had control. 
Greater flexibility of motor-truck transportation as to routes and rates 
and weight of load has been a factor making for decentralized oper¬ 
ations and the disintegration of established areas of supply and distri¬ 
bution. 

The conversion of raw material into a product of higher value and 
less bulk has been a traditional method of enlarging the area of distri¬ 
bution from producing centers. The conversion of corn to live hogs 
and of live hogs to dressed meat may be cited as an example. Trans¬ 
portation rates have been made to facilitate expansion of the radius of 
shipment. Such rate adjustments have forced the relocation of pro¬ 
cessing plants nearer to the sources of raw material and have created 
markets of primary concentration, each with its own tributary area of 
supply. 

Price relationships between commodity markets under competition 
are subject to constant change. This is especially the case with staple 
agricultural commodities. These changes in relative price may be of 
short duration and thus have little practical effect on the shape and 
size of the respective market areas. In some cases the change in 
relative prices between markets is seasonal. In a study made by the 
authors 1 of the market competition of Pacific Coast markets (Portland, 
Ore., and Los Angeles, Calif.) with Middle Western markets (Sioux 
City, Iowa; St. Paul, Minn.; Omaha, Neb.; Kansas City, Mo.; and 

1 Edward A. Duddy and David A. Revzan, “Potential Supply Areas of Pacific 
Coast Markets for Hogs,” Journal of Farm Economics , October, 1932, pp. 586-698. 
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Fort Worth, Tex.) for live hogs over the 7-year period, 1923-1929, it 
was found that price differentials favored the Pacific Coast markets in 
all months, but that these differentials were greatest in certain months. 
In the northern tier of states, the spread in price was widest in the 
late spring and summer months (May, June, July, and August). In 
the Los Angeles-Omaha-Kansas City competition, the differential was 
above the annual average in June and in August, October, and Novem¬ 
ber. For the Los Angeles-Fort Worth markets above-average differ¬ 
entials prevailed in the early spring months (March, April, and June) 
and again in August-November. A check on receipts of hogs in the 
Portland and Los Angeles markets for 1923-1929 showed that receipts 
from the marginal areas indicated by the indifference zones were 
heaviest when the price differential was widest. 

Figure 30 shows thn division of territory between the competing 
markets when price differentials are offset against freight differentials 
and shrinkage costs. The zones of maximum and minimum seasonal 
price differentials show how the respective market areas expand and 
contract as seasonal changes occur in relative prices. 

QUESTIONS 

1. Distinguish between direct and indirect exchange on a regional basis. 

2. Distinguish between actual and potential market areas. 

3. What, in general, are the determinants of wholesale trade areas? 

4. How do product characteristics affect the size of the wholesale trade area? 

5. What is the function of price in the determination of the trade areas? 

6. In what ways do transportation rates and service affect the shape and size of 
wholesale trade areas? 

7. Sales policies have an effect on market areas; explain. 

8. How does communication function to determine the size of wholesale trade 
areas? 

9. Why are the wholesale trade areas for groceries more compact than the areas 

for dry goods or drugs? , 

10. What is the utility of determining the potential market area for a product? 

11. What are some of the factors that help to explain the deviation of the actual, 
from the potential boundaries of a market area? 

12. Discuss the relation of market areas to price policies. 
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CHAPTER XXIII 

PRICES AND PRICE STRUCTURES 

Chapter VI presented the general outlines of the concept of price 
structure as one aspect of the institutional approach to marketing. 
The present and succeeding chapter are designed to give a more detailed 
explanation of prices and price structures as they relate to the market¬ 
ing structure. Beginning with the introductory concepts embodying 
the role of prices, and the meaning of price structure, these chapters 
move on to a detailed discussion of the component elements of price 
structure and the characteristics of the principal types of price policies 
of different groups of marketing agencies. 

Role of Price 

It is assumed that the student has a background of elementary and 
some advanced work in economic theory; accordingly, this section need 
only touch upon certain high lights of price theory. Under purely com¬ 
petitive conditions, three kinds of price are important: market price, 
short-run normal price, and long-run normal price. 1 Generally speaking, 
the market price of a product is that price which governs the sale during 
a period when the supply (or stock) of the commodity is fixed in quan¬ 
tity. Under these conditions, any person having any part of the supply 
of the product to sell can try to sell in other markets or attempt to 
secure better (that is, higher) prices at some later date when better 
prices are expected. Stigler points out that market price has two broad 
functions: (1) “to allocate all of the available supply over the period of 
time in question; and (2) to allocate the supply among buyers at any 
given time, so that all who are willing to buy it at that price can secure 
the quantities they desire.” 2 

When each firm within an industry has a fixed size of productive 
plant, and when the industry has a fixed number of firms, there emerges 
the basic pattern for short-run normal prices . These prices result from 
an equality of the quantity supplied with the quantity demanded. 

1 George Stigler, The Theory of Price (New York: The Macmillan Company, 
1946). This and all subsequent quotations from this book are reprinted by special 
permission of The Macmillan Company, publishers. 

*Ibid., p. 148. 
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Such an equality relationship assumes, among other things, that for 
each firm in the industry marginal costs are equal to its selling price 
and determine that price. 

An extension of the theory behind short-run normal price leads logic¬ 
ally to the notion of long-run normal price . This concept assumes that 
each firm in the industry has had sufficient time in which to reach its 
desired size ( i . e., the size desired by its entrepreneur.) Further, the 
concept assumes that the time period is sufficiently long to attract new 
firms to the industry and to permit each firm to operate at the minimum 
long-run average cost, which thus becomes equal to selling price. 

These thr«%forms of competitive price emerge in free markets as a 
result of the activities of individual, unorganized sellers and buyers, 
none of whom are so important that they can exercise any objective 
control in order to maintain, to raise, or to lower selling prices. Stated 
in another way, under purely competitive conditions, neither producer 
nor consumer can have a “price policy.” 

Competitive prices thus control the entire economic organization of 
free enterprise in an impersonal manner, best described in the “Wheel- 
of-Wealth” concept, as presented by Knight. 1 To begin to understand 
the meaning of this “wheel,” it must be kept in mind that consumers 
obtain money from industrial establishments by selling to each their 
respective personal services or the use of their private property. 
Under a situation in which the means of satisfying wants and needs 
are not sufficient, in toto, to satisfy all persons’ needs, individual con¬ 
sumers use the money thus received to buy necessary goods and 
services from the producing units, through the medium of the market¬ 
ing structure. Reciprocally, each firm (producer) within an industry 
can produce the means of want satisfaction sold to individuals, as 
consumers, by purchasing their labor and private property. The 
consumer’s expenditure of income motivates and controls production. 
This motivation and control is based upon three axioms: 

1. Each person is free to spend his money as he alone wishes. 

2. Each person knows best the relative importance, of his wants and will purchase 
goods in accordance with his ratings. 

3. Thus, as a result of (1) and (2), producers are compelled to produce the goods 
and services that are most in demand. 

From the analysis up to this point it can be seen that, by placing 
producers in competition with each other, establishments best con- 

1 Frank H. Knight, “Social Economic Organization,” in Syllabus for the Second- 
year Course in the Study of Contemporary Society , 4th ed. (Chicago: University of 
Chicago, 1935),. pp. 185-192. 
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forming to the wishes of consumers (by best anticipating those things 
most needed by consumers) can sell their products at the highest prices. 
Conversely, any producer not producing those things which are in 
demand may have to sell his goods at ruinously low prices, or may have 
no sales at all. If producers turn out too much of any one product in 
relation to its importance to consumers, its selling price will fall, 
relative to the price of other things that are shorter in relative supply. 

Those individuals who act as producers are in competition with other 
producers not only in the sale of goods, but also in the purchase of 
productive power. Since a producer’s means for the purchase of such 
power is derived from the sale of his products, it follows that those 
producers who make things that are most in demand can afford, as a 
result, to pay the highest prices. Further, the most efficient producers 
—those manufacturing the largest quantity of product with the use of 
a given amount of productive power—can pay the most for the 
resources used, and thus force less efficient competitors either to adopt 
more efficient methods or to go out of business. As was indicated 
above, the payments made by producers to individuals for their 
productive power constitute the incomes of such individuals. 

Individuals, as consumers, are also in competition with each other. 
From this competition two important results follow: (1) that those 
consumers who are willing to pay the highest price will get any partic¬ 
ular product in question; and (2) that the individual who furnishes a 
productive resource or service will be paid a price equal to the most 
valuable contribution that the service can be made to yield. The 
competition of producers and of individuals tends to make individual 
incomes equal to the full value of every service, put to its most pro¬ 
ductive use; and correspondingly, the most progressive methods of 
production tend to obtain the richest rewards. 

There are several limitations to the theoretical aspect of the “wheel- 
of-wealth” approach to prices. It should be obvious that individuals 
acting as either producers or consumers, if left to their own devices, 
need not necessarily, and actually do not always maintain competitive 
relationships. The value of a commodity as measured by its price 
may have little correspondence to the real, human importance of the 
product. Further complicating factors are to be found in the fact that 
it is hardly ever true that a single kind of want satisfaction is derived 
exclusively from a single commodity, or that a single productive means 
can produce an entire product. 

Deviations from purely competitive conditions give rise to two other 
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classes of prices, which one author 1 has called “authoritarian” and 
“administered.” By authoritarian price fixing, Nourse means the 
public regulation of prices charged by private producers. From this 
regulation, such price fixing may move to a completely planned 
economy. Administered prices are “found in those situations in which 
a seller is a sufficiently important factor in the market and has sufficient 
control over productive resources to make it possible for him to adopt 
and carry out a price-and-production program.” 2 

These administered prices are very similar to prices established under 
competitive conditions in so far as producers have freedom to produce 
whatever qulftitity and quality of product they desire and are free to 
trade in the open market for any price found acceptable. On the other 
hand, by differentiating his product and his location, and by controlling 
a significant percentage of the total output offered for sale, the seller is 
able to influence prices in a manner not possible under purely competi¬ 
tive conditions. Such prices differ from authoritarian prices in at least 
four fundamental respects: (1) the price-making official (or officials) is 
responsible for his own acts within the bounds of his company’s organ¬ 
ization; (2) the prices established must be sufficiently high to attract 
the kind and quantity of productive factors needed; (3) the prices 
established must be sufficiently low to permit all goods produced to be 
sold, yet high enough to yield necessary profits; and (4) the price 
policies need have no conscious relationship to any program of eco¬ 
nomic welfare. 3 

This theoretical framework of prices establishes the conditions under 
which prices function, as yardsticks of exchange value, to effect the 
movement of goods and services from producers to consumers. The 
interacting of prices for production and marketing services, coupled 
with prices for particular products, facilitates the distribution of 
goods and services between and among particular producers located at 
particular places, within “definite” geographical marketing areas. 
These combinations of structural elements react, in turn, on the 
institutional middlemen by modifying their preferences and, in part, 
the physical range of their activities. 4 

1 Edwin G. Nourse, Price Making in a Democracy (Washington, D. C.: Brookings 
Institution, 1942), Chap. I. 

2 Ibid . 

3 Ibid. 

4 Chapter XXIV indicates some of the general relationships of prices and price 
structures to marketing; Chapters XXI and XXII reflect the relationship of prices 
to the determination of area structures in marketing. 
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Meaning of Price Structure 

In the attempt to describe and analyze economic activities, an effort 
is generally made to detect the presence or absence of systematic 
relationships among the relevant factors. Any tendency for the 
relationships, if they are systematic, to maintain the same propor¬ 
tionate importance would constitute what might be characterized as a 
“static” pattern. On the other hand, any variability in the inter¬ 
relationships of the factors, together with the disappearance of some 
factors and the introduction of new factors, would constitute a 
“dynamic” pattern. 1 

This idea of the presence of systematic relationships in economic 
activities is exemplified in the study of marketing by the placing of 
emphasis on the marketing structure as a system of “organisms,” 
composed chiefly of the institutional middlemen of the wholesale and 
retail markets. Based on a hypothesis of systematic relationships, 
these organisms constitute a structural pattern that functions to pro¬ 
vide a flow of goods and services from producer to consumer. This 
functional process is the essence of marketing. The individual “organ¬ 
isms” making up these structural patterns operate in an environment 
both economic and social. Each becomes modified as a direct result of 
this interplay between the organisms as parts of a structure, and 
between the structure and its environment. While organisms may be 
added to or subtracted from each structure, their general functioning 
continues to effect a flow of goods and services to consumers, although 
the specific content of the activities of each organism may be modified. 

As has already been noted in Chapter I, the marketing organization 
is made up of three principal structural forms: (1) the agency structures, 
composed of the wholesale and retail middlemen, functioning in partic¬ 
ular ways to effect the distribution of particular commodities or services 
to consumers; (2) area structures, resulting from systematic price and 
cost relationships, which control the flow of goods and services from 
place to place; and (3) price structures, the structures of exchange 
values, which are inevitable in a pecuniary society. 

Price structure, viewed as part of the marketing structure, may 
be said to be the resultant of the basic nature of the product involved, 
the nature of the buying interests for the product in a definite market 
area, the competitive relations of buyers and sellers in the respective 
market areas for the product, the competitive relations of the com- 

1 For an excellent treatment of this question of methodology, see Jacob Mabshak, 
“A Discussion of Methods in Economics,” Journal of Political Economy , June, 1941, 
pp. 141-148. 
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modity to other commodities, and legal regulation. With respect to 
the product, the following factors are of major importance: sources of 
supply, costs of production in each producing area, varieties of the 
product to be marketed, areas of consumption, methods of branding, 
methods of packaging, weight loss of product, costs of transportation 
to consuming markets, the uses to which the product is adapted, and 
the methods of market distribution utilized. 1 

Commodities having multiple uses have more complex price struc¬ 
tures than those commodities which have but a single important use or 
few uses. Furthermore, the method of sale appears to affect the nature 
of the price structure. On the one hand, commodities that are sold on 
the basis of personal inspection by buyers or their marketing repre¬ 
sentatives give rise to price quotations that are highly unstandardized, 
except when attempts have been made to establish grading of the com¬ 
modities on a commonly accepted basis either by government author¬ 
ities, by members of the commodity group, or by both. On the other 
hand, selling and buying transactions involving commodities that are 
sold on the basis of description or sample—give rise to more “system¬ 
atized” prices, based on more widely accepted qualitative standards. 

A study of the nature of the buying interests involves the following 
points: the institutional pattern, such as jobber, chain store, etc.; the 
size of the buyer; the frequency of the purchases; the size of the average 
order; the knowledge used by the buyer in purchasing; the nature of 
the demand for the product; and the requirements of the buyer for 
particular sizes, varieties, qualities, and quantities of the product. 
Many of these, in turn, stem from the susceptibility of a product to 
factors affecting consumers' demand evaluations, such as branding by 
shippers and producers; variations in the physical size; the use of con¬ 
tainers as opposed to shipment in bulk, together with variations in the 
type of containers when these are used; the use, in addition to shipping 
containers, of individual inner wrappings or special containers per sales 
unit; and the presence or absence of the use of advertising as a sales tool. 

Competitive relations of one market area to other market areas must 
be measured principally in terms of comparative prices for similar 
grades of products in relation to transportation costs (rates) and other 
cost factors. Further analysis must consider the relative importance 
of competing sources of supply for a given market, the seasonal char¬ 
acteristics of demand, the quantities of goods consumed, and the qual- 

1 For a complete treatment of the complex arrangement of factors for a particular 
commodity see David A. Revzan, The Wholesale Price Structure for Oranges , with 
Special Reference to the Chicago Auction Market, Studies in Business Administration, 
Vol. XIV, No. 1 (Chicago: University of Chicago Press, January, 1944). 
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itative aspects of the market supply. (In this connection, see Chapter 
XXII.) The wider the geographical area of distribution and the more 
numerous are the types of wholesale and retail middlemen involved in 
that distribution, the more complex will be the price-structural elements. 
Similarly, the greater the number and types of markets utilized, the 
more complicated will become the resulting price structure. The 
presence of both cash and future transactions, will operate to affect the 
price structure in a similar manner. A greater degree of complexity is 
introduced, also, with longer marketing seasons and with larger 
volumes of commodities to be marketed during such seasons. Again, 
a highly competitive market and a very elastic demand for a product 
increase the number of component elements in the price structure that 
may have to be studied. And the more the marketing of a particular 
commodity is subjected to legislative control or to programs of govern¬ 
mental control, the more difficult will it be to describe in simple terms 
the nature of the price structure for that product. 

Finally, attention must be devoted to the relationships that prevail 
between the prices of a particular product and the prices of other 
products. A study of such relationships as exist must first of all, 
consider, the comparative prices for the product and such other 
products as may be considered direct substitutes. Second, the prices 
for the individual product should be considered in relation to prices for 
all commodities in general. Any tendency to substitute the particular 
product, in consumption, for other products should be noted. 1 

In the appraisal of all these relevant factors, analysis must be pointed 
toward discovering the stability or instability of the price movements 
and toward determining the relative importance of the different 
factors. The significance of the chronological factor varies, however, 
from commodity to commodity. On the one hand, adequate price 
information either may not be compiled or not be available for varying 
time periods. On the other hand, the nature of the market organ¬ 
ization may be such that prices are very sensitive and, accordingly, 
must be determined in highly organized markets, in which prices vary 
momentarily as well as for longer periods of time. For other com¬ 
modities, wholesale and retail markets may be highly unorganized, 
and, as a result, no adequate price data may be available to indicate 
the nature of the structural factors present. 

The conflict in thinking between classical and institutional economics 

1 These types of relationship introduce the concept of a “price system” super¬ 
imposed upon a price structure. See, for example, A. M. McIsaac and J. G. Smith, 
Introduction to Economic Analysis (Boston: Little, Brown <fc Company, 1937), pp. 
364-372. 
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in presenting an analysis of price structures justifies further treatment 
of the place occupied by institutions in relation to price making. From 
an economic viewpoint, institutions reflect steps taken by individuals 
to set up and to operate organized activities, in order better to accom¬ 
plish the end of want satisfaction. 1 It may be stated as a truism that, 
if unorganized action would yield proportionately effective results in 
want satisfaction, no attempts would be made to set up organized 
activity through the medium of institutions. Generally, any particular 
institution is based upon and must depend for its existence upon the 
additional functioning of one or more institutions. From an evo¬ 
lutionary standpoint, institutions tend to become both more numerous 
and more complex. As they increase in number and complexity, they 
reflect the impact upon themselves of specialization of function. 2 

From both the supply and the demand side, individuals as producers 
or consumers express their price decisions in an environment of usages, 
traditions, and formal and informal controls, which are at the heart of 
institutional organization and which help to determine price. Because 
this is so, the institutions themselves create a peculiar set of structural 
elements within the confines of the general price level—the over-all 
price structure—for any particular category of goods. Some insti¬ 
tutions reenforce and expand the competitive elements in the price 
structure; other institutions, emphasizing such things as services and 
strong brand preferences, prefer to steer away from emphasis on price 
competition in favor of product differentiation. As the variety of 
institutions expands in order to adapt the organizational setup to the 
exercise of freedom of choice by individuals, the complexities of the 
existing price structure for the products concerned likewise becomes 
more involved. Developments in communication and transportation 
cause such complexities to expand spatially. 3 

Component Elements of Price Structure 

General statement . The remainder of this chapter will be concerned 
with analyzing the principal elements of the price structure. These 

1 For a general treatment of institutions, see Walton H. Hamilton on “Insti¬ 
tutions” in the Encyclopaedia of the Social Sciences , Vol. VIII (New York: The 
Macmillan Company, 1932). 

2 See the sections on the middlemen of the wholesale and retail markets. 

3 For a pertinent summary of the relationship between institutions and price 
structures see Frank H. Knight, “The Limitations of Scientific Method in 
Economics,” The Ethics of Competition (New York: Harper & Brothers, 1935), 
pp. 137-139. 



PRICES AND PRICE STRUCTURES 


471 


have been classified into six broad categories as follows: on the basis 
of competitive factors, on the basis of management control, on the basis 
of government regulation and control, on the basis of the product to 
be sold, on the basis of time factors, and on the basis of spatial factors. 
Each of the succeeding sections will deal in detail with one of these 
component elements. 

An attempt will be made at this point to picture as concretely as 
possible an outline of the entire price structure for a single product. 
For this purpose the reader must visualize a series of graphic figures 
that subdivide the presentation of a complete price structure for a 
product into three different parts, holding the element of time con¬ 
stant. In the first of these hypothetical figures the vertical aspect 
of the price structure is presented, as the product moves from producer 
to ultimate consumers. The following points of importance should be 
noted. In the producing regions the price structure is the resultant of 
competition between the several producing regions, based on cost 
factors and the like. The range in prices, classified according to such 
factors as physical size, varieties (botanical or otherwise), brands and 
grades, and types of containers, is related not only to the different 
producing regions but as well to the cost factors of individual producers 
in each area. 

As the product moves closer and closer to the ultimate consumer, the 
price per selling unit (in terms of a range to reflect the influence of the 
factors mentioned) increases, in order to provide margins for the whole¬ 
sale and retail middlemen involved (as payments for their services), 
and for additional auxiliary services, as, for example, transportation 
and storage. This cross section, static in nature, conceals, of course, 
the normal bell-shaped frequency distributions of the various prices 
by sizes and the like, as well as the changing relationships introduced 
by the dynamic aspects of all economic phenomena. 

In the second chart, the price structure for the product would be 
pictured in a spatial manner, arising from the spreads between prices 
at competing markets, arranged according to proximity of a market 
to a particular producing region and the type of transportation con¬ 
sidered. To state the same relationships in a somewhat different way, 
the spreads are arrayed on one plane on the basis of freight-rate differ¬ 
entials, excluding the variations from a “normal” relationship intro¬ 
duced by variations in the composition and importance of the particular 
supply-and-demand factors operating at the various competing mar¬ 
kets. No graphic way could be found to portray, in any coordinated 
fashion, differences in the interrelationships of prices for a product at 
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competing markets that result from varying size assortments (as an 
example); differences in the relative importance of the several botanical 
varieties (if any); varying proportions of brands and grades offered for 
sale; the types of containers used; variations in shipping costs from 
competing regions; the presence or absence of certain methods of selling; 
and variations in the elasticity of the consumers’ demands, as reflected 
by differing income distributions and associated factors. Moreover, 
there is no means of portraying the dynamic effect on these factors of 
changing social and environmental conditions, as reflected in the time 
factor. 

Finally, flf the last of these hypothetical figures, one must visualize 
at a moment of time the relationships between the price structure for 
a product and the price structures of all other goods and services; t.e., 
a specific price structure as related to the general price structure. 
Three levels of relationships would be recognized in this figure. They 
are 

1. That between the price structure for the product considered, and for all other 
products that are directly competitive 

2. That between the price structure for the product and those products which are 
indirectly competitive in nature 

3. That existing between the price structure for the product and the price structures 
for all other goods and services not included in the first or the second set of relation¬ 
ships 1 

Competitive factors. The r6sum6 at the beginning of this chapter 
indicated the factors that generally lead to a realization of competitive 
prices. The resulting prices, in terms of time and related factors, can 
be classified as market, short-run normal, and long-run normal. For 
marketing purposes and price-structure analysis, primary emphasis 
must naturally be directed to the first category. Thus, with underly¬ 
ing conditions of fixed stocks of a particular product to be sold, three 
fundamental criteria of a perfectly competitive market price exist. 
They are 

1. That prices are uniform within a perfect market, plus or minus transportation 
and handling charges from point to point within the market 

2. That prices are uniform from one period of time to another, when basic supply- 
and-demand conditions remain unchanged, after allowance for storage and handling 
charges 

3. That prices are uniform for the same grade of product within the market 2 

1 See Wesley C. Mitchell, Business Cycles: The Problem and Its Setting (New 
York: National Bureau of Economic Research, Inc., 1927), pp. 108-116. 

2 Geoffrey S. Shepherd, Agricultural Price Analysis (Ames: The Iowa State 
College Press, 1941), Chaps. 1-3. 
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As market conditions change to those characterizing short- and 
long-run normal market conditions, prices must be related, in addition, 
to costs and to shifts in the shape and position of the product's demand 
curve. Probably the prices of most agricultural products as sold today 
in highly organized markets come closest to approximating competitive 
prices. This is not to say that all agricultural products sell for prices 
determined under perfectly competitive conditions, but the majority 
come closest to approximating the competitive level as a norm for 
comparison. 1 A factor of significance* in explaining the presence or' 
absence of competitive prices is the degree to which the markets dis¬ 
tributing the product are organized, and the extent to which the 
concept of a “product” is clearly defined within limits of quality and 
services. Another measure, the degree of price flexibility or price 
inflexibility, will be discussed under “time factors.” 

Management and other administrative controls . One of the most 
important factors to be considered in describing the components of a 
price structure is the making of price decisions by responsible executives 
in individual companies and in organizations of companies. The term 
“administered prices” has been used to describe this phenomenon. 
The exercise of authority by an executive to control the prices to be 
charged for a product is the expression of a “price policy.” The 
presence of a price policy indicates that a firm, instead of permitting its 
prices to fluctuate with every change in competitive conditions, adopts 
a course of action designed to maintain prices at the most profitable 
point. Such action is possible because the company has control over 
a significant proportion of the quantity produced or the quantity 
purchased, or because it acts in harmony with competitors to lessen 
the impact of competition, or because the governmental process 
stimulates such action. 

While the next chapter will deal specifically with each major type 
of price policy, there is given here an outline of price policies. 

I. Group price policies 
A . Of manufacturers 

1. Price leadership 

2. Sharing the market 

3. Basing-point systems 

а. Single 

б. Multiple 

4. Trade-association activities 

5. Patent controls 

6. Cooperative marketing associations 


1 Ibid., Chaps. 27-28. 
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7. Other types 

B . Of wholesale and retail distributors 

1. Cooperative buying and selling 

2. Exchange of information 

II. Individual agency price policies 

A . Of manufacturers 

1. Time differentials and guarantee against price decline 

2. Spatial differentials 

a. Mill base prices 

b. Delivered prices 

3. Product differentials 

4. Oifct-price relationsliips 

5. Discounts based on 

a. Channels of distribution 

b. Quantity purchased 

c. Product uses 

d. Advertising and brokerage allowances 

e. Marketing functions performed 

/. Resale price maintenance and other legal bases 

g. Datings and anticipations 

B. Of wholesale and retail distributors 

1. Cost-price relationships 

2. Uniform prices 

a. As to territory 

b. As to type of buyer 

c. As to buyer’s position in trade 

3. Gross margin policies 

4. Price lines 

5. Customary prices 

6. Leaders and loss leaders 

7. Product differentials 

8. Special sales 

When a price-making executive in a firm (or a group of executives in 
an industry) is able to make price decisions which deviate from purely 
competitive practice and which border on imperfect or monopolistic 
competition, he has also the alternative of selling his output in terms 
of direct price factors or in terms of nonprice factors. Much of the 
confusion that exists between price competition and so-called “nonprice 
competition” is a failure to understand the nature of the latter. 
Simply stated, a policy of nonprice competition is one followed by a 
firm in which (1) a whole group of coordinated policy steps is formulated 
and executed, whereby its sales may be increased within existing price 
policies; and (2) steps are taken to reduce the effects of price competi¬ 
tion from other firms by spending money on actual or “apparent” 
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product improvements. 1 One author has classified expenditures on 
nonprice competition into three classes, each of which has different 
consequences. 2 They are 

1. Those designed to change buyer attitudes, and known as sales-promotional ac¬ 
tivities 

2. Those which create competition by offering real or fictitious differences in 
quality and service 

3. Those which, by changing the product, tend to increase the demand for the 
commodity 2 

From a marketing point of view, the effect of nonprice competition 
has been overstated. (I) It is impossible to separate purely price 
from nonprice considerations, since questions of use, service, quality, 
etc., are always considered by buyers. And frequently, emphasis is 
placed on these characteristics of a product in relation to a price; or, 
at least, a sequence of appeals is used involving both forms. (2) Many 
devices of nonprice competition have served, in turn, to emphasize 
price competition. 3 (3) The problems of measuring the influence of 
the use of nonprice techniques is affected by the extent to which 
technological and nontechnological factors have increased the number 
of so-called “products” that are directly or indirectly competitive. 
(4) From the effect on consumers’ demand, and thus on prices, no real 
difference can be established between so-called “production” costs and 
so-called “selling” costs. (5) As has been pointed out in the section 
on marketing agencies, certain institutional developments (such as 
the corporate chain) have tended just as much to increase price com¬ 
petition as competition between qualities, services, etc. To the extent 
that nonprice competition involves cost expenditures by sellers, it 
sooner or later affects the price quoted by the sellers as against other 
sellers. The more important effects of nonprice competition are 

1 The argument about the differences between price and nonprice competition 
assumes that sharp distinctions can be drawn between production and selling costs. 
That this is not so can easily be demonstrated by tracing the effect on consumers’ 
demand of a physical change in product tied in to an engineering change; or of an 
attempt to influence the consumer by any one of several well-known advertising tech¬ 
niques to a belief that the product is “better.” See, for example, Arthur R. Burns, 
The Decline of Competition , particularly Chap. VIII (New York: McGraw-Hill 
Book Company, Inc., 1936); and E. R. Chamberlain, The Theory of Monopolistic 
Competition (Cambridge, Mass.: Harvard University Press, 1933), Chap. VI; Frank 
H. Knight, “Imperfect Competition,” Journal ofMarketing } April, 1939, pp. 360-366. 

2 Burns, op. cit. y pp. 375-412. 

3 Note, for example, how the increased use of brands by producers, as a device to 
emphasize nonprice factors, has permitted certain types of low-cost distributors to 
emphasize the lower prices at which they sell such products. 
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reflected in the increasing monopolistic elements observed within the 
price structure. 

The principal criticism of nonprice competition from a marketing 
point of view has been well summarized in a recent study. 

One of the most serious objections to many forms of nonprice competition 
is the manner in which they complicate the buyer’s problems of selection. 
Price is a universal measure and the significance of a price difference is readily 
understood by any buyer. The appraisal of differences in content, in quality, 
or the translation of collateral terms of sale into price equivalents is much 
more difficult, particularly for the average untrained consumer. Consequently, 
when the poli^v of distinguishing one’s product from a competitor’s is revealed 
not in any real betterment of quality but in the multiplication of unneeded 
gadgets and superficial eye-catching features, there may be a loss of competitive 
efficiency. It is unlikely that fancy packaging is of as much value to the con¬ 
sumer as low prices or ttnproved quality. The forms taken by nonprice com¬ 
petition when it reflects the suppression of price competition through collusive 
or coercive tactics seems particularly valueless in serving the economic system. 
All these schemes have the disadvantage of substituting for a direct price cut, 
which the consumer wants and can measure, some substitute of uncertain value 
which he can well forego. If but a small fraction of these economically useless 
expenditures were translated into reduction in the price level, the gain in public 
purchasing power and the resulting stimulus to production and employment 
would be material. 1 

Government regulation and administration . The increasing entrance 
of the government into whole areas of business operation has had 
diverse effects on the price structure. Normally, the government seeks 
to promote competition and the use of competitive price; in some 
instances, the government as entrepreneur actually makes price 
decisions; in other cases, the government recognizes the existence of 
monopolies, but attempts to establish the actual level of prices under 
such conditions; while, in an increasing number of cases, the govern¬ 
ment, through its regulatory power, has weakened the influence of 
competition and increased the power of monopoly. In countries other 
than our own, the trend has been, of course, to. use regulation as a means 
whereby to achieve an over-all “planned” economy. While all these 
regulatory measures are part and parcel of a discussion of prices and 
price structures, they constitute a distinct problem, which will be 
discussed in detail in Chapter XXVIII. 

Product factors. Economic theory, whether classical, or of the more 
recent schools, emphasizes the relationship of prices to the concept of 

1 Temporary National Economic Committee, Price Behavior and Business Policy 
(Washington, D. C.: Government Printing Office, 1940), p. 57. 
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“a commodity” or of “a product”. For purposes of this discussion, 
the term “product” refers to a broad category, such as hogs, oranges, 
etc., rather than to a single box or to the output of a single firm. 
Accordingly, from the point of view of price structure, two sets of 
relationships are important: those that exist between different classes 
of a single product, and those which constitute interproduct relation¬ 
ships. 

The problem of price-structure relationships for a single product (in 
the sense that the term is used in this chapter) is complicated by the 
fact that no two units made by the same producer may be exactly 
identical, or that the units will vary between producers, or that the 
conditions under which the units are sold may affect the buyer’s idea 
of comparability. 1 Affecting each of these factors to an unknown 
extent are the varying degrees of completeness of knowledge that each 
potential buyer may have. Proof of the complexity of the elements 
involved can be found in a study of the wholesale price structure for 
oranges. 2 

The botanical nature of the orange in relation to the area of pro¬ 
duction explains the origin of many of the basic-demand considerations 
for this product. Thus oranges from California and Arizona fall into 
three botanical varieties that affect price: navels, available from 
November through the following May; Valencias , available from April 
or May through December; and a miscellaneous group available con¬ 
currently with the navels. Oranges originating in Florida consist 
principally of Indian River , pineapple, round orange, and Valencia 
varieties, available for various periods from October through the 
following July, and some other varieties. The Hanlin, navel, pineapple, 
and Valencia varieties compose the bulk of the Texas commercial ship¬ 
ments during the period from October through April. For oranges 
from these two states, prices often have reference to the nature of the 
skin. 

Prices for both Florida and Texas oranges carry designations cor¬ 
responding to established United States standards for such fruit. 
Such designations are available also for California and Arizona fruit. 
In addition, price data for California and Arizona fruit are available 
by sizes, running from 64 to 560 fruit per standard box holding 1% 
bushels, or 70 pounds; Florida and Texas fruit reach the markets in 
two sizes of boxes, containing 64 to 448 fruit. These data permit the 
measurement of the effect on price of the nature of the container. 

1 See the preceding section, dealing with nonprice competition. 

2 Revzan, op . cit . 
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Price data were classified according to the brands used by the ship¬ 
pers. In many cases, particularly for cooperative shipping associations, 
these data became joint indicators with the government grades of the 
quality of the fruit. Other factors relating directly to the nature of 
the product may be observed. For Florida and Texas oranges the 
data permitted the measurement, to a limited extent, of the “color- 
added” feature. In isolated instances, where the same brand of orange 
was shipped at the same time in both a wrapped and an unwrapped 
condition, it was possible to indicate the price premium that buyers on 
the auction attached to the wrapper. 1 In the marketing of oranges, 
it is possibl^fcp study the product elements affecting price in a market 
where government grading and organized market facilities are present. 
As the product moves to the opposite extreme, the number of subjective 
elements affecting pace increases in relation to the objective. For 
nonagricultural products, it is next to impossible to illustrate the effect 
of intraproduct elements, in the absence of adequate price quotations. 
In such cases, when price data are available, it is necessary frequently 
to use brand differentials as a measure of intraproduct differences. 

The problems of price structure as influenced by intraproduct differ¬ 
ences are not really so complex as are the problems involved in inter- 
product relationships. These interproduct price relationships fall into 
two separate groupings. In the first group, prices are on the basis of 
relationships between goods that are competing and goods that are 
complementary in demand. Such relationships reflect completely the 
economic theory of competitive price as it is presently constituted. 
In the second group of relationships are compared the prices of products 
that reflect different stages of production, such as producers' goods 
prices as against consumers' goods prices, or wholesale versus retail 
price levels. 

From a broad point of view, all products are competitive each with 
the other. To the extent that a person's consumption of scarce goods 
is limited by his income, any expenditure for one type of good may 
immediately or ultimately restrict his consumption of another type. 
Thus, for most consumers, the purchase of a radio must preclude the 
purchase of a piano, or the purchase of a vacation trip. More directly, 
however, two goods are said to be perfectly competing if they can be 
substituted in a constant ratio each for the other. Or stated in 
demand and price terms, two commodities are perfectly competitive, 
(i.e., one is a perfect substitution for another) if a rise in the price of 

1 The reader who is interested in tracing the effects of each of these factors should 
refer to Revzan, op. cit. * 
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one causes an increase in the demand curve for the other (more pur¬ 
chases at any price); or conversely, if a fall in the price of one product 
causes a decrease in the demand curve for the other. Thus, for goods 
that are competing in nature, the consumer is constantly comparing 
the prices of each in relation to the marginal utility obtained in order 
to maximize the amount of want satisfaction from a given monetary 
expenditure. 1 It follows from what has been said that the more a 
commodity has direct competition from good substitutes, the higher 
will be the elasticity of demand for it. 

Two products are said to be perfectly complementary in nature if 
they cannot be used separately and if, in their use, there is usually a 
fixed ratio of consumption. Thus, except for one-legged persons, the 
use of a right shoe brings with it the use of a left shoe. Similarly, the 
use of a fountain pen brings with it the consumption of ink. As a 
result of these relationships in consumption, the effect on price is such 
that as the price of one product increases, the demand curve for its 
complementary product will fall; and conversely, as the price of the 
product decreases, the demand curve for its complementary product 
will increase. For example, the fall in the price of fountain pens, by 
stimulating the purchase of fountain pens, will accordingly increase 
the consumption of ink. Similarly, the increased purchase of shoes 
will have a similar effect upon the use of shoelaces, since most persons 
keep a separate pair for each pair of shoes. These relationships, how¬ 
ever, do not imply that the prices of complementary products must bear 
a definite percentage relation each to the other. Rather, the impli¬ 
cation is that the relationship between level of price and level of con¬ 
sumption is inverse. 

The second set of interproduct relationships introduces the notion 
of a “system” of prices. This idea has been developed by Wesley C. 
Mitchell, 2 who distinguishes the following sets of interrelationships: 

1. Between the prices of consumers’ goods in the hands of retailers, wholesalers, 
and manufacturers 

1 Mathematically, the measurement of the relationship between the demands of 
two or more commodities, in order to determine whether they are competing or com¬ 
plementary, is obtained through the use of cross elasticities. Stated briefly, these 
are found by a process of measuring the elasticity of demand of one product (. X ) 
in terms of the price of a second product ( Y ), while holding the price of the first 
product constant. The reader who is interested in a technical discussion of this tool 
of analysis should consult Henry Schultz, The Theory and Measurement of Demand 
(Chicago: University of Chicago Press, 1938), particularly Chaps. 18 and 19; and 
Stigleb, op. cit. t Chap. 6. 

2 Mitchell, op. cit. t pp. 108-116. 
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2. Between the prices of consumers’ goods in (1) and the prices of producers’ 
goods (a) used directly in making consumers’ goods, and (b) used indirectly in manu¬ 
facturing consumers’ goods 

3. Between the buying and selling prices in any branch of trade and the prices of 
the firms’ securities engaged in it 

4. Between the prices of services to persons and the larger field of business dealings 

The same author ties together any given price change and its sub¬ 
sequent chain of effects. These changes and the chain of effects may 
be stated in the form of a number of propositions: 

1. That changes in the price of one product are passed on in turn to the prices of its 
substitutes (if and then on to the prices of the substitutes of the substitutes, etc. 

2. That changes in the price of any one of the universally important types of pro¬ 
ducers’ goods in any important use will cause price changes in a wide variety of other 
uses, and in the prices of goods utilizing these producers’ goods 

3. That, ultimately, alkprices in a business economy are continually influencing 
one another 

Time factors. The passage of time carries with it enough underlying 
changes in fundamental conditions to affect the price structure. 
Stated in other words, the historical analysis of price-structure relation¬ 
ships reflects the impact of both static and dynamic factors in the 
economy. The use of the term “dynamic factors” refers to such 
historical changes as the growth of population and the changes in 
resources and technology that affect the price structure, as well as to 
the path whereby prices reach an equilibrium within a static frame¬ 
work. 1 The study of the price structure, from the point of view of 
time, is made in terms of short-run, seasonal, cyclical, and secular 
patterns. Superimposed upon these traditional relationships and 
inherent in them are two other fundamental sets of relationships: (1) 
those prevailing in certain speculative markets between cash and 
futures prices; and (2) those referring to price flexibility (see Chapter 
XXIV). 

It is axiomatic that the present prices of any particular product are 
affected directly by what the prices of the product have been in the 
immediate past and by what both buyers and sellers expect prices to 
be in the immediate future. Thus consumers, during a period of 
rapidly changing prices, may evaluate the situation as calling for a 
wave of present buying in order to secure stocks of goods sufficient for 
present and anticipated consumption. On the other hand, a period of 
rapidly falling prices may lead consumers to delay their consumption of 
those goods which are not perishable, particularly if their unit values 
are relatively high. In the absence of price information, most con- 

1 Stigler, op. dt ., pp. 24-31. 
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sumers will generally assume that prices in the immediate future prob¬ 
ably will remain unchanged from current levels. 

Agricultural products reflect most adequately short-run and seasonal 
fluctuations in price. Thus, data available for oranges indicate that 
for California navels the daily price variability ranged from 2.8 to 6.8 
per cent of the respective monthly average prices during the 1938-1939 
season; for Florida oranges, from 4.1 to 7.4 per cent during the same 


TABLE 92.—SEASONAL INDEXES OF AUCTION PRICES PER BOX OF 
ALL ORANGES AT CHICAGO, 1928-1940* 


Month 

1928-1932 

indexes 

1933-1937 

indexes 

1938-1940 

indexes 

January. 

84.62 

85.83 

81.55 

February. 

88.39 

87.65 

87.15 

March. 

93.41 

89.46 

87.15 

April. 

97.95 

91.64 

95.96 

May. 

108.38 

97.85 

101.92 

June. 

104.27 

106.65 

109.30 

July. 

110.80 

115.22 

106.32 

August. 

109.15 

115.63 

113.58 

September. 

114.56 

120.03 

118.46 

October. 

115.64 

116.10 

107.63 

November... 

91.24 

93.92 

100.13 

December. 

| 81.59 

80.02 

| 90.85 


Average. 

100.00 

100.00 

100.00 


* David A. Revzan, The Wholesale Price Structure for Oranges, with Special Reference to the Chicago 
Auction Market, Studies in Business Administration, Vol. XIV, No. 1 (Chicago: University of Chicago 
Press, January, 1944), p. 83. 


season; and for California Valencias, from 0.6 to 17.9 per cent during 
the 1939 season. 1 This same source concludes that “for all varieties 
there was a general tendency for daily prices to fluctuate most widely 
during the opening and closing months of each season when the volumes 
of oranges offered for sale were likely to be lowest and when the size 
and brand assortment were less likely to be complete.” 2 

Table 92 summarizes seasonal fluctuations in the prices of all 
varieties of oranges sold on the Chicago auction market for the period 
1928-1940. In 10 of the 13 seasons, the lowest prices were realized in 
the months of December or January, while in eight seasons, the highest 


1 Revzan, op. tit ., Table 48, p. 96. 
* Ibid., p. 46. 
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prices were realized in either September or October, when sales were 
likely to be at the low point for the year. The factors affecting the 
over-all price structure for orange prices are summarized as follows: 

The complexity of the seasonal price structure is an outgrowth, first of all, 
of the existence of different supply states for oranges. The existence of these 
supply states reflects, in turn, the impact of natural environmental factors as 
well as the influence of botanical factors. For example, although Florida 
oranges are generally available from October through the following June or 
July, the exact dates of the first and last shipments are a partial function of 
the size of the crop and such factors as weather conditions and the presence of 
satisfactory price Jiyels for the California summer oranges. In the third place, 
the seasonal pattern is affected by the variety of botanical types of oranges 
available and by the improvements made in such types. Such improvements 
lead ultimately to wider acceptance of the fruit by consumers, and, finally, 
the seasonal pattern reflects previous prices paid for each botanical variety of 
orange as well as the prices of oranges between competing markets and the 
relation of orange prices to the prices of competing products. 1 

Similar patterns could be shown to exist cyclically and secularly for 
the prices of any product. The interrelationships of prices for these 
time periods is of prime significance as far as they are related to the 
question of price flexibility and the full employment of economic 
resources. Price flexibility refers to the degree of responsiveness with 
which the price of a given product will change relative to the specific 
factors that affect the product itself, and to the factors affecting the 
prices of all products. The specific factors that affect the price flexi¬ 
bility of a given product include technological developments, the com¬ 
petitive position of the industry, the availability of substitute products, 
and plant capacity. 2 

Cyclical price flexibility refers to the sensitivity of prices to the 
fluctuations of the business cycle. Thus cycle-sensitive commodities 
are those whose prices move quickly in response to changes in national 
income, reflecting cyclical shifts in business conditions. What is 
important in this connection is that the amplitude of price fluctuation 
is rather large. As a result of variations in the amplitude of fluctuations 
between commodities, three types of price dispersion take place during 
the business cycle: (1) the divergence of prices of agricultural products 
from administered and government regulated prices, (2) the divergence 
of raw-materials prices from the prices of finished products, and (3) 

* Ibid., p. 27. 

8 Jules Backman, “Price Flexibility and Inflexibility,” Contemporary Law Pam¬ 
phlets, Series 4, No. 3 (New York University, 1940). 
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the divergence of prices of sensitive commodities from insensitive 
commodities 1 

Structural price flexibility may be defined as the long-term secular 
adjustments that are concerned not with the level of prices, but rather 
with the interrelationships of individual prices. This type of price 
flexibility arises out of adjustments of prices to changes in unit costs 
that have their origin in unequal rates of technological progress in 
different industries, or from shifts in the pattern of wants. Hansen 
points out that the presence of such flexibility makes possible the full 
gains of economic progress in a clear manner and implies that the 
price system maximizes the yield of goods and services offered by a 
particular stage of technology. On the other hand, the absence of 
such price flexibility obstructs the economic allocation of resources. 2 
A somewhat different approach to the analysis of price flexibility has 
been taken in another study. 3 

The price of goods is said to be flexible if it falls whenever there is excess 
supply of and rises whenever there is excess demand for the goods. . . . The 
price is said to be inflexible, or rigid, if excess supply or excess demand fail to 
affect it. 

By excess supply we mean the excess of supply over demand at a given set 
of prices; by excess demand we mean the excess of demand over supply at a 
given set of prices. 

In addition, it is possible to define the degree of price flexibility in terms of 
the rate of change of the price per unit of time caused by a given excess supply 
or demand. 

It should be noted, in connection with this concept, that the author 
is dealing with departures from strictly equilibrium conditions, since 
under such conditions a given set of prices would have been set at a 
level that would have cleared the supply or the demand, as the case 
may be. 

Spatial factors . The final component element of the price structure 
consists of the impact of geographical factors. While the most impor¬ 
tant of these will be discussed in detail in the following chapter, there is 

1 A. H. Hansen, “Price Flexibility and the Full Employment of Resources,” 
The Structure of the American Economy: II. Toward Full Use of Resources , National 
Resources Planning Board (Washington, D. C.: Government Printing Office, June, 
1940), pp. 27-34. This source deals also with the question of whether or not price 
dispersions are the cause or the effect of business cycles. 

2 Ibid . 

8 Oscar Lange, Price Flexibility and Employment, Cowles Commission for Research 
in Economics, Monograph No. 8 (Bloomington. Indiana: The Principia Press, Inc., 
1944), pp. 1-2. 
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given here an outline of the types of geographical pricing systems 
referred to in recent studies of the National Resources Planning 
Board. 1 

TYPES OF GEOGRAPHICAL PRICING SYSTEMS 

I. Delivered prices varying according to transportation costs 

A . F.o.b. (free on board)—delivered price to buyer equals uniform price at 

seller’s location, plus freight from seller to destination 

B . Basing-point pricing 

1. Single basing point 

2. Multiple basing point 

II. Delivered prices uniform to all buyers within specified market areas 

A. Nationally uniform delivered prices 

B. Delivered prices uniform within geographical zones 

1. Types of zone patterns 

a. Each seller hgs own pattern of zones 

b. All sellers use same zone division with all charging same prices, or 
each charging a different price in the same zone 

2. Differences in relative price among zones 

a. Zone prices related roughly according to freight rates 

b. Zone differentials varying without relation to freight charges 

III. Delivered prices varying unsystematically 

A. Stable pattern of vanation used by all sellers 

B. Fluctuations, noncooperative pattern 

IV. Various combinations of types of I, II, and III 

It will be noticed from this outline that the geographical price 
structure hinges mainly upon the question of whether the seller or the 
buyer is to absorb completely all freight charges from the point of 
production or sale to the buyer’s location. Stated in another way, the 
choice of a particular geographical price policy reflects the degree to 
which a seller does or does not wish to equalize his net yields at the 
point of sale from all buyers. This, in turn, reflects the seller’s willing¬ 
ness either to subscribe to perfectly competitive or monopolistically 
competitive conditions, to the extent that the decision is within his 
control. 

Another aspect of the geographical price structure relates to the 
interrelationships of prices and freight rates between markets in order 
to determine supply and distribution areas of primary advantage to 
each market. For a discussion of these relationships, see Chapter 
XXII. Any form of geographical price structure, involving as it does 
a consideration of the effect of transportation costs upon delineation of 
marketing areas and upon prices quoted to buyers, is influenced by the 

1 National Resources Planning Board, Industrial Location and National Resources 
(Washington, D. C.: Government Printing Office, 1943), pp. 302-317. 
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many factors affecting freight rates. Of prime importance is the extent 
to which the sellers (or seller) can exercise any conscious control of 
their prices. This, in turn, reflects the degree of competition in the 
industry and the degree of emphasis on price versus nonprice competi¬ 
tion. The higher the degree of geographical concentration of pro¬ 
duction, the more adaptable will be the sale of the product to certain 
forms of geographical pricing. Again, the type of policy followed 
reflects the proportionate amount of transportation cost in the final 
selling price, the channels of distribution used, and the degree to which 
sellers desire to control the economic destiny of a product, from source 
of raw material to final distribution of the finished goods to the ultimate 
consumer. 

Summary 

The present chapter has indicated some of the complex conditions 
within which prices are determined and which, in turn, determine how 
goods and services will be marketed. An outline has been given of the 
general role of prices in economic society, the determination of prices 
under competitive and imperfectly competitive conditions, the meaning 
of price structure, and the nature of the component elements of the 
price structure. Within this complex framework of prices, consumers 
make their decisions as to what to purchase and in what quantities, 
while sellers determine what and how much of a “product” to offer for 
sale. 

Unfortunately, there are no adequate quantitative measures of the 
relative importance of each component element of the price structure, 
just as there are no adequate statistical measures of certain types of 
price situations. Further information is needed as to the circumstances 
under which the business executive who is responsible for determining 
a company’s prices and price policy reaches a decision. In the chapter 
that follows an attempt is made to deal with that problem. 

QUESTIONS 

1. What are the fundamental assumptions of pure competition for purposes of 
describing the determination of market prices? 

2. What are the fundamental attributes of market price? Of short-run normal 
price? Of long-run normal price? 

3. Of what value is the “wheel-of-wealth” concept in explaining the functions of 
the market mechanism? 

4. What is meant by “authoritarian” prices? by “administered” prices? How 
does the one type differ from the other? 

5. How does the price structure fit into the structural components of the over-all 
marketing structure? 
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6. How does the basic nature of the product involved affect the nature of the price 
structure? 

7. How do the competitive relationships between commodities influence the nature 
of the price structure? 

8. What are the salient factors that explain the important role that institutions 
play in the price structure? 

9. Summarize the important aspects of the component elements of the price 
structure. 

10. What is meant by price policies? How do management and administrative 
controls affect the concept of a price policy? 

11. Develop a workable outline of the most important price policies that are 
found in the present-day marketing structure. 

12. What is nM^ggt by price flexibility? Of what importance is its existence in 
explaining the price structure? 

13. How may the spatial factors in price-structure analysis be classified? 

14. What is the relationship between the “fiction of the quoted price” and the 
existence of nonprice competition? 

15. How does the existence of imperfect competition affect the analysis of the price 
structure from a marketing point of view? 



CHAPTER XXIV 


PRICE POLICIES 

The term “price policy” refers to a planned course of action in 
which a business executive has, depending on the circumstances of 
the situation, a varying degree of control over the exact price or 
prices of the products that he has to sell. In a truly competitive 
market, neither buyers nor sellers can have a price policy but both 
must accept prevailing prices as a basis for operating. We are not 
concerned here with the problem of whether competitive price repre¬ 
sents the “normal” market situation, or whether the “normal” situ¬ 
ation is represented by monopolistic competition, under which price 
policies flourish. 

It is important here to note that perhaps most business concerns 
would like to, and actually do, seek to control their selling prices or 
to increase the degree of such control. The methods used may or 
may not be in violation of existing forms of social control. This 
increasing desire on the part of businessmen to control their selling 
prices reflects the view that such control leads to greater price stability; 
increased price stability permits better business planning, and better 
planning, in turn, will lead to increased profits or, at least, to stabilized 
profits. Under such assumptions it follows that price policies that 
result in “administered” prices are assumed to realize higher prices 
than would be obtained under purely competitive conditions . 1 It 
must be remembered, also, that price policies are usually only one 
segment of a more or less coordinated system of production and sales 
policies designed to maximize enterprise profits. 

Before discussing the characteristics of particular price policies, it 
is advisable to note in a general way the factors that affect the general 
strategy by which successful price policies can be formulated. To 
begin with, the nature of the commodity involved has a basic influence. 
To the extent that a product’s quality specifications can be standard¬ 
ized, no seller can expect to charge, for any length of time, a price 

1 It is conceivable that certain economies might be realized, but even if this were 
the case, it does not follow that they would be passed on to the purchaser of the 
product in a lower price if the seller could exercise any control. 

487 
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higher than that realized by his competitors, unless he has dominant 
control over the producing capacity of the industry. At best, if price 
policies can be set up, they must be based on either a compulsory or 
a cooperative agreement among the independent producing units. 
Goods falling in the above category are principally raw material or 
nonmanufactured food products. 

On the other hand, most manufactured products have been so 
represented to buyers as to make impossible direct price comparisons 
of size, quality, etc. This situation reflects the seller’s attempt to 
differentiate hisproduct either physically or by means of influencing 
the buyers’ beliefs about differences in his product. 1 Commodities 
vary with respect to the degree of success with which differentiation 
can be carried on; in almost all cases differentiation never becomes 
permanently successful*but requires increasingly costly means of 
fortification after the initial attempt. As has been elsewhere indicated 
(Chapter XXIII, page 476), price competition has frequently been 
frowned upon, while nonprice competition is viewed as socially 
desirable. Product differentiation is never absolutely perfect, and 
even such factors as quality and prestige must carry a price tag with 
them. 

As a result of the failure of nonprice competition to offer complete 
and continuing relief from price competition, sellers have resorted to 
other means. The achievement of a monopoly, the use of patent 
pools or of leasing arrangements, collusive price agreements, cartels, 
and other devices for sharing the market, all reflect such means. 

Influencing the use of these methods are the technological require¬ 
ments as reflected in the amount of capital investment needed. This 
not only affects the ease of entry of new competitors into the field 
but also increases the desire and the ability of each member of the 
industry to exercise control through price-policy agreements and other 
collusive devices. Related, also, are the changes (discussed elsewhere) 
that have affected the marketing structure. 2 There follows a dis¬ 
cussion of the characteristics of the principal price policies of the 
various marketing agencies as these price policies evolve from either 
individual or group action. 

1 This is not to say that goods in other categories may not be differentiated. The 
difference is a gradual one from standardized to differentiated. 

2 The preceding discussion is based upon Price Behavior and Business Policy , 
Temporary National Economic Committee, Monograph No. 1 (Washington, D. C.: 
Government Printing Office, 1940). 
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Group Price Policies of Manufacturers 

Price leadership. “Price leadership exists when the price at which 
most of the units in an industry offer to sell is determined by adopting 
the price announced by one of their number.” 1 The existence of 
price leadership in this sense is related usually to the following condi¬ 
tions: (1) the production of highly standardized or widely advertised 
products; (2) a situation in which there are relatively few producers 
with varying degrees of control over output; and (3) a high ratio of 
fixed to variable costs, such that the pressure of excess capacity could 
easily lead to price wars. In another sense, price leadership may be 
said to exist if a competitor, regardless of size, institutes a price 
reduction in order to increase his share of the total market. This 
might be the case for many types of retailing operations. The term 
“price leadership,” as used here, will be confined solely to the first 
meaning. 

Burns has traced the existence of price leadership in the steel, 
petroleum, agricultural-implement, anthracite-coal, can, newsprint, 
corn-products, fertilizer, industrial-alcohol, cement, and cracker 
industries. 2 The results indicate in all cases that absolute leadership 
is rarely, if ever, attained; that price “shadings” and “premiums” 
result; that price leadership may be vested first in one firm and then 
in another; that price leadership may be exercised through various 
instrumentalities; and, finally, that it may have to be implemented 
by other policies, including the sharing of markets, attempts at price 
stabilization, and increased emphasis on nonprice competition. 

It may well be asked what has been the influence of this price 
policy on prices realized. Theoretically, under perfect price-leadership 
conditions, the industry leader can be expected to set price in relation 
to cost, to yield the same level of prices as would obtain under a 
monopoly. In actual practice, costs become higher than for a monopo¬ 
list; other members of the industry may follow the leader only 
within limits, and the prospect of high prices and returns may attract 
direct and indirect competition. The price leader rarely is able to 
maintain his relative position over long periods of time. Further, 
differences in prices may have to be allowed so as to reflect variations 
in costs between firms. As a result, prices charged tend to be some¬ 
what intermediate between the prices that would result under purely 

1 Arthur R. Burns, The Decline of Competition (New York: McGraw-Hill Book 
Company, Inc., 1936), p. 76. 

a Ibid., pp. 77-140. 
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competitive conditions on the one hand, and under perfect monopoly 
on the other. 

Some attention should be devoted here to the difficulties of main¬ 
taining a workable system of price leadership. The leader’s com¬ 
petitors may refuse to accept the plan. They may manifest their atti¬ 
tude by price cutting, by offering a better product at the same price, by 
spending more for sales promotion, or (as in the case of an expanding 
industry) getting new business without price cutting because of the 
inefficiencies or the faulty investment policy of the leader. Other 
deficiencies of jgrice leadership may be noted: (1) profit may not be 
increased because of the increased costs incidental to controlling 
competition; (2) the policy may suffer because of the disadvantages 
associated with trade-association operation; (3) the policy may lack 
any definite power of Enforcement. The general conclusion seems 
to be warranted that price leadership is an intermediate policy followed 
by manufacturers in any industry in which more permanent control is 
expected to be exercised in more effective ways. 

Sharing the market . In the attempt to control flagrant price cutting 
or to prevent its occurrence, manufacturers may band together for 
purposes of apportioning fixed proportions of the total sales among 
the component firms. The translation of this objective into actual 
operation is reflected in various types of agreements, which have 
been classified as follows: 

1. Agreements between sellers 

а. Pooling agreements 

б. Selling policies of cooperative marketing associations 

c. Trade association activities 

d. Agreements governing the rate of plant operation 

2. Sharing the market by convention 

3. Reciprocal dealing and the distribution of business 1 

From this classification, it is apparent that sharing the market as 
a policy for controlling price works principally through the medium 
of other policies and is designed fundamentally, in the cases in which 
it is used, to permit each producer to obtain, in return for sacrificing 
a chance to improve his standing, a stable share of a market in which 
destructive price competition is eliminated or, at least, seriously 
restricted. 

Several consequences flow from this policy, the list below indicating 
only those which have significance from a pricing point of view. 

* Ibid., pp. 146-175. 
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1. Assuming that each enterprise believes the policy to be desirable and in process 
of accomplishment, there is no incentive for it to expand its sales except at the rate 
for the group as a whole. 

2. Generally, prices will tend toward uniformity, and will be used competitively 
along with nonprice competition only in order to give each firm its proportionate share 
of any new business. 

3. In order to make the sharing device work, each member firm will provide for 
that type and amount of nonprice competition which will neutralize the efforts of 
other firms. 

4. The price actually charged will tend to be less than monopoly prices, because 
not all firms will have identical situations for maximizing profits and because of the 
entrance of new competition. 

5. Monopoly price will not be realized, inasmuch as the prices set will have to 
provide some profit to all types of sellers. 

6. To determine prices effectively, this policy must be used in conjunction with one 
or more of the policies described in this chapter. 

7. Generally, any tendency toward the realization of higher-than-competitive prices 
is likely to be canceled by higher costs and by the elimination of competitive stimuli. 1 

Thus the result of this policy, when used in conjunction with other 
devices for determining prices, will be (1) to equalize prices between 
sellers; (2) to lead to nonprice competition between sellers that will 
be mutually neutralizing, if the policy is to be effective; (3) to reduce 
competitive pressures to utilize more efficient production methods; 
and (4) to make it unnecessary for any producer to pass on to the 
buyer any differential advantage in cost that he may have. As is 
so characteristic of many price policies, it is assumed that by sharing 
the market the group of producers will obtain a monopolylike position 
that will lead to more stable and “reasonable” profits. 

Geographical price discrimination: basing-point policies . The basing- 
point policy, whether of the single or of the multiple type, reflects a 
policy which attempts to secure a delivered price that is the sum of 
a base price at a basing point (usually a producing point), plus the 
freight from the basing point to the destination. Such prices apply 
to all producers, regardless of plant location, and to all shipments, 
regardless of method or rate. The number of basing points governing 
the prices quoted determine whether the type of policy is a single or 
a multiple basing-point plan. Figure 31 illustrates the operation of 
the single- and the multiple-point system. 2 From this diagram it will 
be seen that, as long as all producers are located at a basing point, 

» Ibid . 

2 The single basing point price system was invalidated by a recent decision of the 
U. S. Supreme Court. See Corn Products Refining Coet at. v. Federal Trade Com - 
mission , 65 Supreme Court 961 (April, 1945). 
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they will receive “mill-realized” prices which will be exactly the same, 
and which will not vary with the type of buyer or his location, provided 


A-Single basing point Mill (Non basing pt.) 

Selling pts. -0 Ne ‘ mi " yield '* 2 ' 3 

PrfC4 $2 - 25 -Basing pt. 

Price $ 2.35 [|}r^ 


oce^ Mill Price 
f?reiQ w c $2.00 


Price $ 2.20 


Freight-40 cents 


'^t'o cents M"' 

^cl Net mil1 y«cids 
(3) $2.IOj(2) $1.95 


Note: 

Mitts heated at non*6asing point tocattons, wifi quote the same prices at 
setting points Nos. t, 2 and 3 as does the mitt at the basing point "&* 


B-Multiple basing points 


Boundaries between natural selling areas 
or basing points >< A“and H B <l 
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Selling pt. B 



Price $2.45 


Basing pt 


Mill price 
$ 2.00 


Mill yields 

<351- $ 1.90 
<3)2-$200 
@3-$2.00 


Note: 

Prices at ony setting point will be the lowest combination of mill prices at 
basing point and freight from basing point to selling point. The prices and 
yields for nowbosing point mills will be determined as in Part A 


Fra. 31.—Single- and multiple- basing-point price systems. 


that the sellers adhere to the policy. The policy becomes discrimi¬ 
natory when producers are located at both basing and nonbasing 
points, and when the cost of transportation from the actual point of 
production to any destination differs from the cost of transportation 
from the basing point to the same destination. If the actual costs 
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of transportation were used, the selling prices at the delivery point 
would be unequal, but the “mill-realized” prices would be equal. 

Other sources of discrimination exist, in the sense described above. 
If sellers wish to penetrate certain markets outside the basing-point area 
in which they are located, by absorbing freight charges in order to 
cut prices, they realize mill yields on such sales that will be less than 
those realized on sales in areas for which no freight absorption was 
provided. Under the basing-point system, sellers at the basing point 
realize uniform yields at their plants from all sales made in the basing- 
point area. Non-basing-point producers have an area of exclusive 
advantage in the area nearest their plants as long as the actual freight 
rates to buyers in this area are lower than those from the basing point 
to these destinations. If, however, crosshauling exists because of 
attempts to penetrate markets in which mill yields will be cut, buyers 
are discriminated against not only in terms of varying mill yields, 
but in terms of having to pay excessive freight rates. 1 

There are certain economic considerations that underlie the existence 
of this form of geographical price discrimination. Of basic importance 
is the assumption that there are geographical differences in the elas¬ 
ticity of demand, so that the most profitable volume of sales for a 
producer under such circumstances is where the marginal revenue 
received from all sales in all markets is equal, and the total marginal 
revenue equals total marginal cost of production. Of corollary 
importance to this situation is the fact that the more independent 
each basing point is of all other basing points, the more profitable will 
be the policy. 

There are other economic characteristics present in an industry 
situation where a basing-point price policy is used. Usually the 
policy has been most effectively tried where oligopolistic conditions 
exist that are not too different from the situation under price leader¬ 
ship. Accompanying the existence of a fairly large number of small 
producers located in fairly well-defined producing clusters is the 
situation in which the product marketed is highly standardized and 
the price becomes the most important buying motive. There are 
found, in addition, two other sets of circumstances: (1) the product 
is bulky, with transportation costs accounting for a significant pro¬ 
portion of the delivered price; and (2) the technology of production 

1 This is particularly true if the basing-point and non-basing-point units are part 
of an integrated corporate structure, since the parent concern can then ship from 
the most economic point, freight rates considered, while charging the basing-point- 
system price. 
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is such that heavy plant investment is involved, with resulting heavy 
overhead costs leading, under conditions of unused or excess capacity, 
to cutthroat price competition, unless prices are “systematized.” 
The industries in which the policy has been used most widely clearly 
illustrate these conditions: steel, cement, lumber, sugar, stone, clay, 
and plate glass. 1 

There have been vigorous arguments pro and con as to how com¬ 
petitive basing-point prices are. The selected list of references at 
the end of the chapter applicable to this policy cover both points of 
view. Certaii^ffects of the policy may be noticed here. To begin 
with, the mere existence of this policy as a policy based on group 
choice and participation and having elements of price leadership 
means a movement awaj from the use of price as a form of competition, 
unless the policy is departed from in individual cases. Several general 
effects following from this are given here. 

1. Within each basing-point area (under a multiple system), all sellers quote prices 
that are uniform to all buyers at a given destination, regardless of variations in sellers* 
cost of production at the producing point and of variations in transportation costs 
from each producing point to the destination. 

2. The largest producer in the area is likely to act as price leader, and all producers 
are likely to try to secure plants through mergers, in order to minimize transportation 
costs. 

3. Each producer at the basing point has his mill yields equalized, regardless of to 
whom he sells. As a result, nonprice competition becomes of greatly magnified 
importance. 

4. Each producer at the non-basing point agrees to have no price policy of his own; 
and his profits, accordingly, are dependent on the relation of his costs of production 
to the costs of the base mill and on his skillful use of nonprice competition. 

Several factors may lead to an undermining or, at least, a realign¬ 
ment of a multiple basing-point price policy. 

1. Social policy may dictate the necessity for abandoning the policy. 

2. Mills at both basing and nonbasing points, but particularly at the latter, may 
use freight absorption under the policy to get sales at points other than those that are 
economically desirable. Several situations may explain this practice, for example, an 
expansion of productive capacity for any reason beyond immediate sales; the existence 
of excess capacity resulting from fluctuations in sales; changes in the cost of trans¬ 
portation and the use of cheaper means of transportation than was provided for in 
establishing the base price. 

■ 1 A general textbook cannot describe all of the particular industry situations 
under which the basing-point system has operated. The reader who is interested 
in tracing this policy more thoroughly is referred to the detailed list of readings at 
the end of the chapter. 
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3. The extent to which competitors have used freight absorption is another of these 
factors. Ultimately, the unstable situation involved in what is called the “interpen¬ 
etration of market territories” may be resolved by creating basing points out of the 
more strategic nonbasing points, and by relocating (or locating) productive facilities. 1 

The preceding discussion has traced only the direct effects of basing- 
point price policies in terms of the producers involved. Another 
group of consequences is important for the marketing structure. 
These are the effects of such policies on the users of raw materials. 
For one thing, the buyer may be forced to emulate the policies of 
the raw-materials producers, if the price of such materials constitutes 
a significant part of the cost of his product. If the raw material is 
as important as that, and if the buyer believes that the price policy 
has raised the price above the cost at which he could produce it, he 
may engage in some form of vertical integration. 2 If the price of 
the material is a significant part of the final cost of the product into 
which it enters, any rigidity due to the policy may have serious 
repercussions, in turn, on the final product. This may lead to a 
more vigorous search for substitutes, in the absence of any possibilities 
of integration, or in the absence of a desire to follow similar policy 
strategy. 

Other forms of geographical price discrimination by groups of producers. 
Apart from the basing-point system, groups of sellers may create 
geographical price discrimination by means of freight equalization 
and zone or “postage-stamp” prices. Under a group policy of freight 
equalization or absorption by all or most competing sellers, a pattern 
is followed whereby sellers will reduce prices on particular sales in 
particular territories to the level established by the most advantage¬ 
ously located seller. Several types have been isolated: equalization 
on the basis of shipping costs from plants nearest the point of delivery 
(as in the case of heavy chemicals); equalization within a zone to 
plants nearest the point of delivery (as for asphalt shingles and floor 

1 For an excellent diagrammatic representation of the basing-point system and 
its several variations see Temporary National Economic Committee Papers, Vol. 
Ill, “The Basing Point Method/’ United States Steel Company, New York, 1940. 
This study illustrates freight absorption, market penetration, market interpene¬ 
tration through crosshauling, the existence of “phantom freight/’ and the effects 
of the creation of new basing points. 

2 The International Harvester Company owns its own steel company (the Wis¬ 
consin Steel Company); and the Ford Company owns similar sources of strategic 
raw materials. A similar situation arises in the case of companies that control 
their own transportation facilities, as is the case of the major Pacific Coast petroleum 
refineries. 
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tiles); standard relationships between plant prices in different zones 
by means of discounts or premiums; and the establishment of limits 
to the amount of absorption based on the location of the point of 
delivery, the presence of alternative shipping points, the size of the 
order, or the actual cost involved. 1 Since the reasons for the existence 
of this policy, and its consequences, are not unlike those for basing 
points, no additional analysis need be made here. 

The “postage-stamp” policy provides for uniform delivered prices, 
“either by quoting delivered prices directly, or by quoting f.o.b. price 
and allowing full freight.” 2 Such uniformity of price quotations is 
related to incUiatry situations in which shipping costs are only a 
minor proportion of the selling price of the commodity; where the 
commodity has widespread consumer acceptance and the sellers desire 
to control the resale prices; and as a means of reducing incentives to 
distributors to encroach on each other’s territory. This policy may, 
of course, reflect either the policy of an individual producer or that 
of a group of producers. As a group policy, this means that consumers 
(as in the case of chewing gum) must choose a product solely on 
nonprice considerations throughout the zone, or that the price of 
one product in relation to another bears a continuing relationship 
anywhere in the zone, thus minimizing the effect of price competition. 

Trade-association activities. Trade associations engage in the per¬ 
formance of certain activities which, within the influence of their 
position and the proportion of producers that are members, may 
directly or indirectly affect prices. The general effect of the activities 
of the trade association is to reduce the competitive element. These 
activities can be grouped conveniently into four groups. By standard¬ 
izing the form of each account and the methods of calculating costs, 
the associations have attempted to reduce the amount of price cutting 
(particularly when it is based upon the seller’s ignorance of his own 
costs), and to secure the use of average costs (including profit) as 
suggested selling prices. Along with this major objective, the asso¬ 
ciation may furnish any or all of the data of production, of inventories, 
of unfilled orders, of productive capacity, and of selling prices. 

A second important group of activities pertains to the cooperative 
control of an industry’s output. The efforts of the trade association 
in the realization of this objective are designed, either under a plan 
of price leadership to secure conformity with the price leader’s policies, 
or to secure a degree of price stability at sufficiently high levels to 

x TNEC, Monograph No. 1, op. cit., pp. 276-279. 

3 Ibid., p. 282. 
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maximize the number of member firms that operate at a profit. The 
association usually will use its statistics and other publications to 
secure the members’ adoption of the desired program. 

In many cases trade associations have exercised cooperative control 
over the types of products to be marketed. This influence may take 
the form of standardizing styles and thus reducing the number of 
“products” to be offered for sale. In such cases the buyer may 
benefit directly, provided that standardization reduces production 
and selling costs and that the savings, in turn, are passed on to the 
buyers. The buyer will benefit similarly if these efforts yield a final 
product of higher quality, which may be sold at the same price, and 
the maintenance of which is simplified. On the other hand, these 
efforts may be accompanied by expensive forms of nonprice compe¬ 
tition and group efforts to institute a price policy that will stabilize 
returns. Under such circumstances, the buyer may or may not 
obtain any direct economic benefits. 

Finally, the cooperative action of trade-association members may 
have effects on prices through the exercise of control over methods 
of selling through fair trade practice agreements, codes of ethics, etc. 
To the extent that these agreements actually eliminate unethical 
practices, they act as objective factors in reducing buyers’ losses 
from unsatisfactory purchases. To the extent, however, that price 
cutting is classified as unethical, the activity has only questionable 
value for the purchaser. 

One other more specialized activity of trade associations in the 
past should be noted, z.e., their functioning as “open-price” asso¬ 
ciations. Under this plan the trade association acts as an agency 
for collecting price quotations from members and distributes this 
information, in turn, to its members. This may intensify competition 
if all members immediately react to the information by a change in 
price. Since the bias of the trade association is toward the elimination 
of price cutting, the tendency is for members to get their prices in 
line by leveling up, rather than by making drastic price qhanges. 1 

Patent controls . Much controversy has arisen in recent years con¬ 
cerning the effects of the policy of the United States government with 
respect to protecting the patent rights of individuals and corporations. 
The granting of patent rights has tended to weaken or destroy compe¬ 
tition in several ways, and, thus, to affect prices. Most of these 
results have arisen from the group actions of producers. 

1 Lyon, Leverett S., and V. Abramson, The Economics of Open Price Systems 
(Washington: The Brookings Institution, 1936), pp. 47-49. 
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By the use of patent pools and related systems of cross licensing, 
groups of manufacturers have controlled the rate at which production 
and product improvements were to be realized, and also, the timing 
of such improvements among the membership. By refusal to grant 
outsiders access to the patents, potential competition is controlled. 
The result, as far as price is concerned, is to reduce the number of 
product improvements that are passed on to the consumer and to 
reduce the extent to which production economies are reflected in 
price reductions. 

The original or the successor owners of patents are frequently able 
to extend theff*control long after the expiration of the legal period 
by patenting “improvements” and by refusing to sell outright any 
product incorporating the patent. The large corporations, through 
legal suits and by less ethical means, may prevent an inventor with 
limited resources from securing the benefits of any invention he may 
develop. 

Finally, the patent system serves to reenforce existing monopolistic 
arrangements in other ways. Corporations may own patents on key 
parts or processes and thus control the development of producers 
using them. Thus, it will be interesting to see how far wire recorders 
develop commercially in competition with phonographs, as a result 
of the ownership of many radio-tube patents by the Radio Corporation 
of America and of that corporation’s heavy investment in existing 
recording techniques and records. In some cases companies may 
effectively keep off the market for years techniques that have been 
developed by them. 1 

Cooperative marketing associations. Producers of agricultural prod¬ 
ucts, the marketing of which has traditionally been more nearly 
according to theoretical competitive principles, have adopted policies 
in connection with production and pricing that attempt to obtain 
quasi monoply profits for producers. Thus, by controlling what and 
how much is produced, and what quantities are shipped to each 
consuming market, the cooperative associations act to control prices 
in much the same way as other groups of producers who are acting in 
coordinated fashion. The ease of entry into agricultural production, 
the greater susceptibility of the industry to risks arising out of the 
natural environment, and the fundamental weaknesses of cooperatives 
are barriers to the exercise of as great a degree of control as might 
otherwise result. On the other hand, government policy with respect 
to fostering the growth of the cooperatives, and with respect to agri- 

1 It is alleged, for example, that the basic principles of the dial telephone were 
known at the beginning of this century. 
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culture generally, has tended to reenforce the noncompetitive elements 
in the price structure. 

Group Policies of Wholesale and Retail Distributors 

Under conditions of present-day organization, the lines of differ¬ 
entiation between “producers” on the one hand and “distributors” 
on the other necessarily have become blurred. The forces leading 
to vertical and horizontal integration have meant frequently that 
producers have taken over the functions of wholesale and retail 
middlemen. Similarly, these middlemen have frequently expanded 
into production, or by an exercise of buying power they directly or 
indirectly modify or control production policies. In many cases, the 
control over prices exercised by the producer acting individually, or 
as a member of a group, limits the amount of price determination that 
lies within the scope of the distributor. Where the distributors have 
obtained control over production activities, however, they may be 
able to exercise rather complete control over the price of the product 
through the various stages of production and through channels of 
distribution. Distributors may, however, exercise considerable influ¬ 
ence over prices merely by virtue of their importance as buyers. 

As a result of these conditions, the resulting price policies that 
groups of wholesale and retail distributors follow do not differ sig¬ 
nificantly from those described for the producers. In many cases, 
as has been indicated, all that the distributors may be able to do is 
to add to the purchase price the margins necessary to cover the costs 
of performing their functions. In other cases they can and do influence 
what the manufacturer may obtain for his product. This may take 
the extreme form of group action whereby buyers may elect not to 
compete in the purchase of raw materials. In such situations, each 
may quote and publish a series of prices that will be equalized at the 
point of shipment rather than at the point of delivery. This may 
ultimately take the extreme form of what is called “bilateral monoply,” 
in which a single buyer faces a single seller, but such conditions are rare. 
Such forms of cooperative organization as are used by groups of 
wholesale or retail distributors or such trade associational activities 
as are present are not sufficiently different from those described for 
manufacturers to warrant separate treatment. 

Price Policies of Individual Manufacturers 

This section will attempt to deal with the principal types of price 
policies that may be followed by a producer acting as an individual 
policy-determining unit, rather than as a member of a group. Each 
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manufacturer may, therefore, choose either to ignore the group policy, 
if that is economically feasible, or may attempt to operate on the 
basis of a combination of individual and group price policies. 

Price stabilization policies . Apart from group policies through the 
use of trade associations and price leadership, individual producers 
may use one of several policies designed to reduce the number of 
price changes within a given period of time and the amplitude of 
whatever changes do take place. It should be noted, in this con¬ 
nection, that these policy efforts may be applied more to prevent 
price reductions than to effect price increases. The reasons for this 
may lie in ttH^belief that higher prices automatically ensure higher 
profits, partially because* of the existence of an inelastic demand; or 
in the belief that if prices are reduced (particularly during periods of 
general business recession) buyers may withhold purchases in the 
anticipation of additional price reductions. 1 

One stabilization device used is to establish an offer price that will 
remain open for the duration of a season or for a shorter or a longer 
period. Under such a policy, the volume of production of the in¬ 
dividual firm is adjusted to the amount that the seller believes can be 
sold at the price set. Under this policy, more difficulties would be 
encountered in increasing prices than in reducing them, although the 
important variables in the situation pertain to the degree to which the 
market for the product has imperfectly competitive conditions, and 
the degree to which competitors accept any price change. Ultimately 
this policy may have very serious repercussions by creating in the 
minds of buyers a notion of a “fair” price, above which the product 
should not be sold. 

A second stabilizing device exists in the policy of some sellers 
(particularly of heavy capital goods) to make sales on the basis of 
long-term contracts. Thus if a given product is sold in sufficient 
quantity to last purchasers a year, any price quotations during the 
intervening period become merely paper quotations, in view of the 
lack of sales transactions. At the same time, sellers become loath to 
reduce prices in order to avoid the necessity for adjusting the terms 
of the contract or, failing to do that, to prevent the creation of buyers 7 
ill will. 

Frequently this second form of stabilization merges with another 
policy to become an outright guarantee against price decline. These 
guarantees may be used to secure orders from buyers who might other- 


1 Bxjrns, op. cit. t Chap. XVIII. 
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wise postpone purchases in anticipation of price declines. They may 
be used to spread orders over a wider period of time than the seasonal 
use of the product. In addition to these primary reasons, the policy 
may be useful to the manufacturer either in maintaining resale prices 
or in expediting the rapidity with which price reductions are passed 
on to the ultimate consumers. Several variations occur in the policy 
with respect to the time period and the nature of the price declines 
covered. With respect to the time period, the guarantee may apply 
to the time period up to the date of actual shipment, to the date of 
actual delivery, or throughout the normal sales period of the product. 
With respect to prices, the guarantee may apply to the producer’s own 
prices or to any quoted market price for the product, in order to permit 
the buyer to meet competition. If a price reduction does occur, the 
producer may cover all the goods purchased by any seller or may make 
an adjustment only on the portion that remains unsold. 

Several advantages of this policy may accrue to the seller, the buyer, 
and the consumer. For the seller, this policy may stimulate sales of a 
new product or of an existing product during “dull” periods or in 
terms of future orders. This, in turn, may lead to a better planning 
of production in terms of quantities produced at one time. Buyers 
may likewise buy in fuller quantities and reduce hand-to-mouth 
buying, with resulting benefits on selling, shipping, and storage costs. 
The buyer gets several advantages: (1) he shifts to the seller a business 
risk that he himself ordinarily must assume—that of price changes; 
(2) he is able to pass on to consumers price reductions, thus stimulating 
sales, unless the producer has a policy of resale price maintenance; 
and (3) he is able to obtain a specified type of product at a fixed time 
at the lowest cost (in terms of seller’s price.) The ultimate consumer 
may get the benefit of any of the above economies much more rapidly 
than would otherwise be the case. 

In return for these advantages, each of the above groups may 
encounter certain disadvantages. Sellers must assume the full risks 
of price decline, even though title to the product has been transferred 
to the buyer. If price reductions become significantly high, the seller 
accordingly may refuse to reduce prices, in order to prevent financial 
embarrassment, and this may lead, in turn, to all the disadvantages of 
price rigidity. Besides the risks of fashion (or other forms of quality 
depreciation), he may face increased speculative purchases, on the 
part of buyers, and purposely inflated statements of inventories, against 
which adjustments must be made. The apparent benefits of the 
policy may cause the buyer to overstock, and this may lead to ex- 
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cessive losses through physical deterioration. In addition, the sellers 
commitments because of this policy may lead to price inflexibilities. 
As a result of this policy, the ultimate consumer may have to purchase 
less desirable goods or may not receive the advantages as rapidly or as 
frequently as he would with frequent changes in price. 1 

Resole price maintenance . A policy which is closely related to the 
preceding forms of price stabilization, but which is discussed separately 
because it has wider implications from the point of view of marketing 
strategy, is that commonly referred to as “resale price maintenance.” 
This policy isjfgund in the sale of manufactured consumers’ goods, 
where identification in the form of nonprice competition (brand, 
trade-mark, trade name, copyright, or patent, made effective through 
advertising and other promotional devices) is established, from the 
manufacturer through to the ultimate consumer. The policy may 
thus be defined as one by which the manufacturer of a product identified 
in the above manner places definite restrictions on the prices at which 
wholesale and retail middlemen may resell it. Even under this 
definition, the policy is practical only so long as the identified product 
has general sales appeal, fairly frequent usage, relative stability of 
quality over a period of time, and in cases where resale prices have 
varied widely from store to store and where there is a strong tendency 
for selected retailers to use the product as a “loss leader.” The dis¬ 
cussion that follows deals with the origins of the problem and recent 
developments affecting it; with the arguments in favor of the policy 
from the point of view of the manufacturer, the wholesale distributors, 
the retailers, and the general public; and, finally, with the arguments 
against the policy from the point of view of the same groups. 

The conditions that have given rise to a policy of resale price main¬ 
tenance are those which are related to the manufacturer-jobber con¬ 
flicts (described in Chapter XIV), and to the growing competition 
between large-scale retailers and other agencies in the wholesale and 
retail marketing structure. Over a long period of time, the manu¬ 
facturers of the type of product involved in the policy have been in¬ 
creasing their efforts so to control the manufacture and sale of such 

1 Some of the broader implications of price stabilization policies for matters of 
cyclical and secular price flexibility cannot be covered adequately in a general text. 
The reader interested in this problem is referred to the following references for a 
partial discussion: Burns, op. cit ., Chap. V: and A. H. Hansen, “Price Flexibility 
and the Full Employment of Resources,” The Structure of the American Economy: II. 
Toward Full Use of Resources , National Resources Planning Board (Washington 
D. C.: Government Printing Office, June, 1940). 
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products as to avoid all the so-called “bad” effects of price com¬ 
petition, and to stabilize their operations at more profitable levels. 
At the same time, the growth of large-scale retailers, many of whom 
emphasized lower costs of merchandise, created a dilemma. To the 
extent that they could obtain these widely used, well-identified prod¬ 
ucts and sell them at prices below competitors’ quotations, to that 
degree were they able to build up sales volume. The price differ¬ 
entials so established might or might not have relationship to differ¬ 
ences in costs. 

The manufacturer was thus placed in a predicament. The small- 
scale retailer was up in arms over the price competition of the large- 
scale competitors; the large-scale dealers might bring increasing pres¬ 
sure for price concessions or, failing that, might push some competing 
brand (or even introduce their own brands); and the pressure for better 
price terms might spread to all types of wholesale and retail dis¬ 
tributors. Meanwhile, the manufacturer by his own promotional 
efforts intensified the sales strength of a reduced price, since with uni¬ 
form quality and name identification the price differential of the 
advertised product would be immediately recognized. Under these 
circumstances, several alternatives were open to the manufacturer: 

1. He could recognize the price competition and hope to sell his product to all 
retailers on the strength of its consumer acceptability. In this connection he could 
simply recognize that differences in services between stores might justify the price 
competition. 

2. He could refuse to sell to the price-cutting retailers. 

3. He could attempt to maintain control over resale prices. 

4. He might attempt to reduce the costs of manufacture and sale, and thus in¬ 
crease his margin. 

5. He might introduce a family of brands, and differentiate the sale of each brand 
on the basis of type of distributor. 

In electing to follow a pattern of resale price maintenance, manu¬ 
facturers have had to face a variable pattern of social policy as reflected 
in existing legislation. Prior to 1908, price maintenance was legally 
permissible under the common law. Between 1908 and 1936, a 
number of legal decisions placed a series of limitations on the policy 
and authorized a rather narrow group of price-maintenance devices. 
This was the period of vigorous prosecution of monopolies and monopo¬ 
listic devices. In a series of four cases between 1908 and 1917, the 
court made the following decisions: that copyright laws did not 
permit resale price fixing or price maintenance, that contracts used 
to secure and maintain resale price maintenance were illegal, that 
patent laws did not per se, legalize the policy, and that the use of 
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fictitious agencies for securing resale price maintenance was illegal. 1 
At the same time, the courts had held that a manufacturer had a 
right to choose his customers and could, accordingly, refuse to sell 
to price cutters. In addition, the manufacturer in lieu of outright 
sale could select a policy of selling only on consignment, or else could 
market through his own system of retail stores or salesmen. 

In the meantime, several states had attempted to formulate resale 
price maintenance acts, but it was not until December, 1936, that 
the U. S. Supreme Court upheld the constitutionality of the act in 
California. By August, 1937, the Federal government had enacted 
the Tydings-fflller Act, and the barrier had been lifted to legal resale 
price maintenance by manufacturers. 2 At the present time 44 states 
have enacted this type of legislation. 3 

What arguments can be advanced for resale price maintenance? 
From the point of view of the manufacturer, these fall into certain 
well-defined groups. To begin with, it must be recognized that this 
price policy indicates a desire on the part of manufacturers to create 
as much of a monopolistic position for their products as they can. 
This means, in turn, that they believe that price differences as between 
the wholesaler and large retailers constitute a reflection on the idea 
of quality, built up through nonprice competition, and create an 
“unfair” advantage in favor of the low-price middleman. In other 
words, the assumption is tacitly made that, in all cases and everything 
considered, nonprice competition is more profitable and more “ethical” 
than price competition. Related to this argument is the point that 
while price cutting can and does increase sales for the low-price stores, 
the decline in the standing of the product among other sellers and 
in the consumers valuation of quality, more than offsets the gains 
from increased sales. There is again the assumption, since affirmed 
and reaffirmed by statutory law, that a producer has a property interest 
in his product that continues after he has transferred legal ownership 
to others. Finally the manufacturer, in using this policy, assumes 
that under it he will be able to build up enough consumer insistence 
for his product to “force” wholesale and retail middlemen to stock it. 

1 See the following cases: Bobbs Merrill Co. v. Strauss, 210 U. S. 339 (1908). Dr. 
Miles Medical Co. v. Park & Sons Co., 220 U. S. 373 (1911). Straus v. Victor Talking 
Machine Co., 243 U. S. 490 (1917). Bauer v. Donnelly, 229 U. S. (1913). 

2 Old Dearborn Distributing Co. v. Seagrams-DistiUer*s Carp., 299 U. S. 183. The 
Pep Boys, Manny, Moe and Jack of Calif, v. Pyroil Sales Co., Inc., s. Calif. (2d) 
784. Kinsman v. Max Factor and Co., et. al., 299 U. S. 198. 

* For a thorough discussion of the content and effect of this legislation, see Ewald 
T. Gbetheb, Price Control under Fair Trade Legislation (New York: Oxford Uni¬ 
versity Press, 1939). 
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The point of view of the jobber toward this policy reflects his present 
competitive status, as discussed in Chapters XII and XIV• In 
general, he is of the opinion that much of his business with the orthodox 
retailer has been affected by the price-cutting tactics of other types 
of retailers. To the extent, therefore, that resale price maintenance 
strengthens the independent retailer’s position, to that extent he will 
favor it. His position on this matter is complicated, however, by 
the fact that many of the manufacturers pursuing the policy are 
exactly those who may, at the same time, follow a policy of eliminating 
the wholesaler as a distributor of his product. Other complicating 
factors result from the introduction by wholesalers of their own 
private brands of merchandise and their organization of cooperative 
chains, which sell at lower prices. 

The arguments for this policy from the point of view of the retailer 
are similar to those of the jobber. Small-scale, independent retailers 
support the policy to the extent that they believe it will stabilize prices 
and sales, increase profits, and reduce the importance of the newer 
types of retail units. However, as members of voluntary chains, 
they may have greater financial stakes in selling private-brand mer¬ 
chandise and, as operators of supermarkets, they definitely are more 
interested in price than in nonprice competition. 

From the point of view of the consumer, the only arguments that 
can be advanced in favor of this price policy relate to the assumptions 
(1) that nationally advertised goods are of uniformly and consistently 
higher quality; (2) that because of mass production and consumption, 
and considering quality, these products are low in price already; 
(3) that price cutting will lead to inferior quality, in the effort to 
meet the lower prices; and (4) that price cutting, by demoralizing 
distribution channels, tends thereby to increase marketing costs and 
thus, in the long run, to increase prices that consumers must pay. 

There are several points to be made against this policy. 

1. The case is not at all clear that all nationally advertised branded merchandise 
is of better quality. Studies made by the Federal Trade Commission have established 
the variability of their quality, and frequently the equivalence in quality of chain- 
store private brands. 

2. Under economic theory and in actual practice, price differentials of themselves 
do not lower profits. It has been pointed out in the discussion of retailing that 
consumers exercise a freedom of choice as to the amount and kind of service they 
expect to obtain with the purchase of any commodity. 

3. The policy may create in the dealer enough resistance to cause him either to 
refuse to handle the product or to give it no sales push. The dealer may h andle 
other brands of merchandise that, in his opinion, are more profitable. 
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4. Resale price maintenance too often means that not only are retailers restrained 
from selling goods at other than suggested prices, but that their profit margins are 
reduced because the manufacturer alleges that he alone is carrying the largest burden 
of the demand-creation function. This, of course, affects the wholesalers as well. 

5. The policy means that no longer are costs an effective measure of what price 
should be. 1 

6. In the case of many identified products, resale price maintenance has not been 
practiced, yet they continue to have widespread profitable distribution. 

7. The existence of private-brand competition and the costs of nonprice com¬ 
petition, particularly in competitive advertising, have reduced profits without any 
offset of increased sales. 

8. Related to the preceding point is the fact that, despite the policy (or perhaps 
because of it), thifSumber of competing brands has increased. 

9. The tendency to emphasize price rather than service has been maintained in the 
face of the increased application of the policy, because this policy does not prevent 
retailers and consumers frojp deciding whether or not to buy on the basis of brand 
alone. 

Geographical price policies. As was pointed out in the preceding 
section, sellers of products have to worry about the geographical 
structure of the markets in which they sell their goods. The effects 
of the basing-point system in creating differences in delivered prices 
varying with transportation costs and differences in realized prices 
have been discussed. Other policies may be noted. F.o.b. price 
quotations accomplish uniformity of prices at sellers’ locations, with 
prices varying at the point of delivery according to prevailing trans¬ 
portation costs. The policy is applied frequently to bulky, expensive 
products or in cases in which freight is insignificant and the product is 
completely differentiated. 

Directly opposite to this policy is the one whereby the seller es¬ 
tablishes prices that are uniform either within zones or for the country 
as a whole. The nature of transportation costs governs the extent 
of discrimination that results. If a zone is established for an area 100 
miles long and 200 miles wide within which a uniform delivered price 
of $2 is charged by a seller, and if the actual transportation costs range 
from 2Q to 30 cents, it follows that the seller will realize a net yield 
at his place of sale of from $1.70 to $1.80. Zone systems have been 
used under several circumstances: (1) when price uniformity is desired 
by the seller for purposes of advertising or for other reasons, as outlined 
under resale price maintenance; (2) when freight costs are relatively 
unimportant and their inclusion in delivered prices would create 
confusion in computing prices; (3) when a seller may have a less 

if 1 This problem will be discussed in greater detail in a discussion of the coordination, 
control, and evaluation of the marketing structure. 
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favorable location and is willing to offset this by absorbing varying 
amounts of transportation cost; (4) when the seller may attempt to 
influence the location of his wholesale distributors; and (5) when 
freight costs are heavy, in order to limit the amount of price com¬ 
petition by reducing the number of quotations and facilitating the 
discovery of price cutting by the acceptance of price leadership. 1 It 
should be noticed, also, that—depending upon a seller’s willingness to 
absorb freight—under this method he can sell in a much wider market 
than the one in which his returns are maximized on the basis of the 
freight structure. 

What are the consequences of this policy? It is obvious that, in 
case all sellers of a like product follow it, the resulting price uniformity 
will be determined by price leadership, if the sellers are of unequal 
size. The distribution of business will have to be only partially on 
the basis of net realized prices; i.e., sellers will emphasize speed of 
delivery or apparent better quality. It may lead to actual sharing of 
the market. Variable effects will be felt on the location of producers 
and distributors. Generally, producers will tend to locate at those 
points which lead to the highest net returns at the point of production, 
i.e., that point within a zone which gives the plant the closest location 
to the bulk of its sales in terms of distance. If the product sold is an 
important one, the policy will affect the buyer’s final output, and it 
will affect the buyer’s location, although the general tendency of the 
zone system is to reduce the importance of nearness to source of raw 
materials. In general, the policy will lead to prices that are higher 
than those prevailing under purely competitive conditions. It should 
be noted, also, that price relationships between zones may or may not 
be based on freight-rate considerations, and that they are designed to 
maximize total net returns by reflecting differences in demand elas¬ 
ticities and total costs of doing business. 

Product-use differentials. If a uniform product can be used for 
several purposes, and if there is little or no transferability between the 
classes of buyers for each use, a seller usually can differentiate in price 
among the different uses. This tendency may be accentuated by a 
situation in which allocation of joint costs complicates the problem. 
Originally established by the action of individual sellers, many price 
differentials based on use are now sanctioned by law and government- 
agency rulings. 

One of the most frequently used examples concerns the sale of 
utility services, such as water, gas, electricity, or telephone, for which 

1 Burns, op. c&, Chaps. VI and VTL 
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different rates are established for domestic, commercial, and govern¬ 
ment use. Similarly, in the sale of gas and electricity, discrimination 
may exist between illumination, cooking, heating, and production uses. 
Part of the differentiation reflects a quantity difference, but a consumer 
who makes use of large amounts of electricity for illumination may use 
more current than a smaller consumer requires for heating or cooking 
yet who pays more per unit of consumption. These charges are suc¬ 
cessfully maintained because state commissions reinforce the legal mo¬ 
nopoly of the seller by approving the rate structure, and because the 
utility company can easily and effectively control the use of its service. 

With the entemce of the Federal government into the administration 
of milk prices in many milk markets, legal sanction is given to a plan 
of differential pricing whereby classes of uses are provided: one class 
for milk sold for fluid use; another class for milk separated for sale as 
cream; and a third class for milk utilized in the production of cheese, 
evaporated milk, butter, etc. The existence of large cooperatives, on 
the selling side, and of few large-scale producers in each use category, 
on the buying side, has made for the success of the policy. The results 
have been to create greater price rigidities and few or no price differ¬ 
ences between competing sellers of the product in the same use. 1 
Many other examples can be quoted in the agricultural-goods markets, 
particularly in cases where cooperative marketing associations are 
strong. Thus, at various times, prices of California grapes have been 
differentiated according to their use as fresh fruit, raisins, wine, and 
other by-products. Similar attempts have been made in the case of 
California oranges and of other fruits. 

Burns 2 quotes several examples of differentials in the industrial- 
goods markets. In the plate-glass field, the price per square foot is 
lower for the small pieces than for the large, despite similar costs of 
production. This policy is explained on the ground that small pieces 
have to compete with window glass, that demand for the large pieces is 
relatively inelastic and that small pieces cannot be joined together in 
large pieces. In the aluminum industry, prior, to 1935, cable was less 
costly than ingots, because it faced competition from copper cable. 
The company was forced, however, to provide that purchasers of 
aluminum cable should use the product only for transmission purposes, 
in order to prevent the melting of the cable into ingots. Similarly, in 
the sale of coal, differential prices have been established according to 
type of building and according to selected sizes. 

1 E. E. Vial, “Some Examples of Differential Pricing of Milk,” Journal of Market¬ 
ing (Part 2), April, 1942, pp. 171-173. 

* Buens, op. at, Chap. VL 
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The results of having prices that are discriminatory between uses 
may or may not be favorable, from a competitive point of view. Under 
the most advantageous circumstances, such a policy may result in a 
scale of production that leads ultimately to lower prices, depending on 
how important each use becomes in contributing to the total revenue 
position of the firm. On the other hand, in the case of public utilities, 
this policy frequently leads to overinvestment and the necessity of 
maintaining high average prices in order to obtain normal profits on 
an excessively high investment. 

Manufacturers 1 discount policies . Fundamentally, any type of dis¬ 
count granted by a manufacturer reflects a stated deduction that may 
be made from a base, or “list” price, which in turn is reflected in a price 
differential granted for a variety of reasons. Several of the more im¬ 
portant types are discussed here. 

Discounts based upon channels of distribution , or trade-status dis¬ 
counts, represent deductions from a list price given to various types of 
wholesale and retail middlemen to whom the manufacturer sells. 
Traditionally, these discounts reflected differences in the services per¬ 
formed by various middlemen buyers, but many of the lines of demar¬ 
cation between the services of those buyers have tended to disappear. 
It is frequently impossible, from a standpoint of cost, to differentiate 
between services performed and quantities purchased. The policy be¬ 
comes discriminatory whenever the discount granted exceeds the dif¬ 
ference in cost of doing business with a particular class of buyer. 1 To 
the extent that these discounts do not reflect differences in services or 
costs, they perpetuate channels of distribution that otherwise might 
have disappeared or else have had their methods of operation changed. 

Discounts based upon the size of the order are referred to as “quantity 
discounts.” These, in turn, may be either cumulative or noncumulative. 
Cumulative discounts offer price differentials based on the sum total of 
purchases made within a discount period, such that the percentage or 
amount increases as the quantity purchased increases. This discount 
policy is designed to foster larger purchases from one source of supply, 
but its disadvantages probably offset many of the economies realized. 
Buyers may overpurchase near the end of one discount period, in order 
to qualify for higher proportionate discounts, thus causing greater 
fluctuations in sales than would otherwise be the case, and perhaps 
seriously unbalancing production schedules. Those buyers who fall 
just short of a given discount class may attempt to secure additional 
concessions. Frequently the discounts granted do not secure the ex- 

1 In this connection, see the discussion of the Robinson-Patman Act in Chap. 
XXVIII. 
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elusive purchasing desired. In many cases, the policy probably reflects 
in part, the bargaining strength of the purchaser. 

Noncumulative discounts represent differences in price that theoretic¬ 
ally reflect differences in costs of production and of selling. They as¬ 
sume, of course, an accurate knowledge of costs on the part of the seller, 
sufficient to permit him to know what his marginal-cost-revenue situa¬ 
tion will be with respect to every size of order. To the extent that the 
discounts do not reflect actual differences in costs and thus are a pro¬ 
tection of a given channel of distribution or the by-product of bargain¬ 
ing strength, they are discriminatory in the sense that the term has 
been used in ttffis discussion. 

Cash discounts are price differentials granted by a manufacturer in 
order to promote the payment of bills within a specified discount period. 
They supposedly reflect? the interest savings made possible for the seller 
through obtaining prompt use of working capital resources. However, 
if one takes a very common discount of 2/10/n/30, it is apparent that 
the buyer is obtaining 2 per cent interest for giving the seller the use 
of his money for 20 days, or is receiving an annual interest payment of 
36 per cent. In addition, under certain terms, a buyer may secure an 
exceptionally long credit period if-he cannot or will not take advantage 
of the cash-discount period. 

Closely related to the discount, particularly in the department store 
field, is the use of datings and anticipations as discounts. Datings refer 
to the time period within which discounts must be taken. In some cases, 
merchandise may be sold on a C.O.D. basis, so that discounts must be 
deducted and the necessary payment made at once. In other cases, the 
buyer has a future dating on which the final bill is due, and this future 
dating reflects the need of a buyer for an extension of credit. 1 Those 
retailers who do not need the extension of credit can pay their bills 
either before the end of the discount period or before the entire bill is 
due. As a result, they are permitted to deduct interest at the rate of 6 
per cent per annum as payment for the extra period of time they have 
permitted the seller the use of the money. 2 

1 For a more detailed discussion, see Delbebt J. Duncan and Charles F. 
Phillips, Retailing Principles and Methods (Chicago: Richard D. Irwin, Inc., 1942), 
pp. 374-378. 

2 Thus, if a buyer bought $1,000 of goods on terms of 2/10/n/30 and paid the 
bill 5 days before the end of the discount period, he would be entitled to a cash dis¬ 
count of $20 and an anticipation of 6 per cent of $980 for 5 days or $0.82 cents. 
If he paid the bill 10 days before the end of the 30-day period, he would not be 
entitled to any cash discount, but he could deduct 6 per cent of $1,000 for 10 days, 
or $1.67. Ibid., pp. 377-378, 
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Advertising allowances are paid by sellers to retailers in order to get 
better advertising effort in terms of the use of local newspapers, window 
displays, and the prestige of the local retailer's name. Much of the in¬ 
centive derives from the lower advertising rates available on a local, as 
against a national, basis. To the extent that the allowances are actually 
used for advertising, the discount or the amount paid does not become 
discriminatory; but many retailers cannot receive allowances propor¬ 
tionate to their size because much advertising cannot be done effective¬ 
ly on a small scale. Conversely, the larger retailers do not report the 
manner in which the allowance is used, and in such cases it merely be¬ 
comes a form of price concession. 

Brokerage allowances y prior to the Robinson-Patman Act, represented 
payments made principally to chain organizations, because they were 
able to buy directly and save the manufacturer the necessity for using 
a broker. To the extent (1) that the chain performs a bona fide func¬ 
tion, (2) that the seller has included brokerage costs in his price, and 
(3) that the chain has not already obtained a concession by means of 
other discounts, this allowance would appear to be justified. Under the 
ruling of the Robinson-Patman Act, however, brokerage allowances 
cannot be made to a retailer, but only to persons who are actually in¬ 
dependent brokers. 1 

Seasonal discounts are offered by sellers to encourage purchasers 
during “off” seasons. This practice may give the seller any or all of 
the following economies: continuity of production operations; the re¬ 
duction of seasonal peaks, avoiding diseconomies in use of extra help, 
equipment, etc.; and more uniform quality realized from more regular¬ 
ized production schedules. Manufacturers of such products as toys and 
paints, as well as the wholesale distributors of such products, frequently 
use such policies. 

Price Policies of Individual Wholesale t 
and Retail Distributors 

Individual distributors, whether wholesale or retail, have various 
degrees of freedom with respect to the prices that they may charge for 
particular kinds of products, and thus with respect to their adopting 
any kind of price policy. Much depends on the operating policies, parti¬ 
cularly as they affect the kinds of goods sold and the type of operation 
to be followed. For example, integrated control over wholesale and 
manufacturing operations by retailers permits a retailer considerably 

1 Biddle Purchasing Co. v. Federal Trade Commission, 96 F. (2d) 687. Oliver Brothers 
r. Federal Trade Commission , 102 F. (2d), 263. 
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more leeway in pricing than he will have if goods are sold directly to 
him under resale price maintenance agreements by the manufacturer. 
On the other hand, integrated control over wholesale and retail distri¬ 
bution by producers may give agencies at those levels little or no active 
participation in the price policies to be followed. Again, manufacturers 
and wholesale middlemen may exercise considerably greater control 
over retail prices as a result of using consignment sales than they can 
by sale with transfer of legal ownership. The discussion below deals 
with certain types of policies apart from those discussed in preceding 
sections which^re applicable. 

Before this discussion is begun, however, some general aspects of the 
problem should be noted. It is true that in most instances the wholesale 
and retail middlemen have to base their price-determining activities 
upon a series of policy determinations made by manufacturers that 
fairly well delimit the amount of freedom of action that is left to them. 
These policy determinations apply not only to the realm of price mat¬ 
ters, as such, but also to the content (real and imaginative) of the pro¬ 
duct to be sold. Added to these institutional factors are, of course, such 
limitations as result from government policy as reflected in Federal, 
state, county, and municipal legislative enactments. But two sets of 
circumstances can and do alter the best-laid plans of the producer. One, 
as was indicated above, consists of the extension of control over pro¬ 
duction by wholesale or retail middlemen through the development of 
vertical integration. The other consists of control over resale prices re¬ 
sulting either from the size of the distributor, or from the effect of his 
policies. To illustrate the latter case, the example may be taken of a 
shoe retailer who establishes as his merchandising policy the sale of the 
product at one price of $6 per pair. This final retail price becomes then 
a factor in influencing a whole series of price decisions, back to raw-ma¬ 
terial producers. If this retailer establishes along with this policy a set 
of rigid specifications for the shoe he desires, then the problem becomes 
wider in its repercussions on the decisions of wholesale middlemen and 
manufacturers. The effect is much the same if the ultimate consumer 
clings to the notion of a traditional price for a given product. 

Cost-price relationships: markups and marhdowns. Given the situa¬ 
tion in which the producer has exercised one or more of the price policies 
discussed above, and given the situation in which, except for few pro¬ 
duct instances, the retailers must determine how to apportion their 
costs over several products of various income-yielding potentialities, 
most retailers follow the policy of computing retail selling prices 
through the use of markups. Markups, which may be determined on 
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either a cost-price or a selling-price base, represent that proportionate 
amount which the retailer adds to his cost of a particular product or 
line of products in order to realize a particular margin of profit. Because 
of the complexity of the problem in apportioning direct and indirect 
costs on a joint cost basis, retailers may choose one of several methods. 

1. They may determine the relative cost burden and profit margin to be realized 
and from that determine what average markup is needed for all goods, regardless of 
particular cost-price relationships, to obtain the profit margin needed or desired. 

2. They may attempt to use a suggested markup recommended by the manu¬ 
facturer, the wholesale distributor, or a trade association. 

3. They may attempt to adjust the markup to meet the prices of competitors. 

4. They may compute normal markups, not for the store as a whole, but for 
particular departments, particular lines of products, or even for particular products. 

As is the case for any seller, prices resulting from the use of the mark¬ 
up principle are more or less stable in nature. If they reflect attempts of 
manufacturers to control resale prices, or if they apply to so-called 
“staple” lines for which perishability is not an immediate problem, the 
markups and resulting retail prices are not likely to show much varia¬ 
tion from period to period. On the other hand, whenever the product 
tends to be perishable, either inherently or from a style point of view, 
the markups established must be sufficiently high to include any mark- 
downs needed to prevent physical deterioration or carryovers of un¬ 
desired inventories. 1 

Uniform prices: one-price policies. This policy as it is used among 
retailers has more than one meaning. It may represent a particular 
price that applies to all classes of buyers of a particular product, regard¬ 
less of quantity, or it may represent a particular price that applies to 
one particular group of buyers, with another related price for another 
class of buyers. For example, one grocery store may sell a can of Camp¬ 
bell's soup at 15 cents per can, regardless of how many cans are pur¬ 
chased, while another retailer may sell one can at 15 cents or three cans 
at 41 cents. The policy may result from manufacturer domination over 
resale prices, or it may be the result of retailer domination, and it does 
not assume absolute rigidity of prices from day to day, although the 
policy usually accompanies efforts at price stability. 

As determined, the use of this price policy immediately serves notice 
to all buyers that price is no longer a matter for determination by bar¬ 
gaining between buyer and seller. It permits the attachment of price 
labels to the merchandise offered for sale, and results in more rapid 

1 For a more complete discussion of the meaning, determination, and use of mark¬ 
ups and markdowns in retail pricing, see Duncan and Philli ps, op. ciL, pp. 483-496, 
509-517. 
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sales transactions, particularly in the case of staple merchandise. Where 
the product is not of a staple nature or is not consumed on a highly fre¬ 
quent schedule, the existence of this policy means the direction of sales 
effort toward nonprice competition, particularly if the one price remains 
stable for relatively long periods of time. As far as the wholesale mid¬ 
dleman is concerned, this policy represents a weighing of the same con¬ 
siderations that were discussed under geographical price policies and 
resale price maintenance for group and individual manufacturers. 

Customary or traditional prices. One result of the movement toward 
greater stabilization of prices has been the development in the mind of 
buyers (partfflhlarly at the ultimate consumer level) of the concept of 
a traditional “right” price for a product. This does not mean that the 
final resale price can never change, but it does mean that the price may 
remain unchanged forflong periods of time. The majority of consumers 
of candy as an impulse food do not want to pay more than 5 cents for a 
package. As a result, cost variations must be reflected in changes in 
quantity or changes in the quality and composition of the raw material 
used. 1 The existence of this policy for years permitted the successful 
operation of the 5- and 10-cent variety chain stores. The reader will re¬ 
call that it was necessary in order to increase the 5-cent price of such 
magazines as Collier's and The Saturday Evening Post to 10 cents, to 
introduce almost complete revisions in physical appearance and edi¬ 
torial policy. In certain cases the use of a traditional price may result 
from convenience reasons. It would undoubtedly be highly uneconomic 
for the telephone company, in the case of its public booths, to establish 
a price for one local call of something different from 5 cents unless it 
could persuade the government to issue a 4-cent or a 6-cent coin. 

Price lining. It is a commonplace among many types of retail stores 
to advertise that they cater to low-, medium-, or high-income groups. 
This practice is reflected in a merchandise policy designed to establish 
prices for the merchandise to be sold, and then to select an assortment 
to fit these price groupings. This policy of price lining is most applic¬ 
able to the sale of commodities, such as shopping goods, for which nu¬ 
merous prices and qualities of merchandise are available. The stocking 

1 The manufacturers of the Oh Henry candy bar first attempted to introduce the 
product in a 10-cent size, but soon had to change the price and the size of the bar. 
Few persons want to eat a large-sized bar as an impulse good, and even fewer want 
to pay a price of 10 cents. With an inflexible resale price (except in price-cutting 
stores), the manufacturer of this bar has had to vary the size, the thickness of the 
chocolate covering, the number of peanuts, etc., as his raw materials and other costs 
have fluctuated. More recently, however, many have followed the policy of raising 
prices to 10 cents as raw material prices have risen. 
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of wide assortments of goods at only a few of the many prices available 
makes it possible for the customers to economize on time in securing 
merchandise at a price reasonably close to his or her own desires. The 
retailer may also obtain substantial economies. Salespersons have 
fewer prices to worry about and can concentrate on the kinds of goods 
available within the price lines established. The store can capitalize 
on catering to certain income groups and on having the best assortments 
within the price lines established. From a study of past sales perfor¬ 
mance, the prices selected will represent those at which the bulk of the 
sales can be made. In this way investment in inventory is limited to 
those groups which can be sold most rapidly, and, as a result, turnover 
is improved and markdowns are reduced to a minimum. 

Certain disadvantages result from this policy. The price lines estab¬ 
lished must be carefully selected in order to reduce to a minimum any 
leakage of trade between the merchandise groups; that is, the difference 
in cents or dollars must be sufficiently great to create the idea of dif¬ 
ferent qualities of merchandise. Another problem arises from changes 
in price levels. Assuming a rise, it may make possible a policy of chang¬ 
ing the quality of the merchandise handled, changing the price lines 
and maintaining quality, or changing both price lines and quality. With 
the emphasis at present on nonprice competition, the better merchan¬ 
dising strategy would appear to call for the maintenance of quality. 
It should be evident that, with the establishing of price lines, the prob¬ 
lem of finding adequate assortments of merchandise may be a difficult 
one. Such a policy also restricts the freedom of the store manager to 
shift prices from day to day or from week to week, in order to meet 
competition from those retailers who emphasize price competition. 

Leaders and loss leaders. The employment of these terms to des¬ 
cribe a particular price policy is based upon two assumptions: (1) that 
each and every price charged by a retailer should be sufficiently high to 
cover all costs directly and indirectly incurred in its sale, and (2) that 
all prices charged should be based on a markup that reflects the re- 
tailers , average cost of doing business. The term “leader” has been de¬ 
fined as “a product offered for sale below the price at which it other¬ 
wise would have been sold, for the purpose of attracting patronage to 
other articles in the vendor’s general assembly”; 1 or as “any article 
sold with a markup which is less than the retailer’s average expenses of 
doing business.” 2 On the basis of these definitions, a loss leader becomes 
a special type of leader pricing policy in which the established price 

1 Grether, op. tit., Chap. VIII. 

* Duncan and Phillips, op. ciL , p. 517. 
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may be less than its invoice cost, its replacement cost, or its invoice cost 
plus its directly allocable expense. 1 Neither of these forms of competi¬ 
tive pricing is to be confused with any form of price appeal designed to 
push the sales of only the product to which it applies. 

This aspect of retail pricing has assumed widespread importance 
because of its alleged use by chain stores and its alleged unethical as¬ 
pects. These criticisms will be dealt with in summary fashion later. It 
should be noted here, in explanation of the widespread prevalence of 
the policy, that it can be successful only if the prices apply to well- 
known, easijjfc identifiable products that are frequently purchased. 
This means that it has been used mostly for convenience and shopping 
goods, such as groceries and drugs. Generally these items, as far as the 
individual retailer is concerned, may be assumed to have an elastic 
demand. 

The relative success of these pricing tactics depends upon several 
factors: 

1. The consumer may or may not purchase other products on which the markup 
is higher, so that gross revenue may be lower, despite any increase in sales. 

2. Competitors may immediately follow the same policy, so that revenue is sharply 
reduced as a result of the failure to increase sales. 

3. The producer of the product used as the leader or the loss leader may control 
its resale price under existing legislation, or else may refuse to give the retailer ad¬ 
ditional merchandise. 

4. Competitors may substitute other products for the leader or the loss-leader 
merchandise. 

5. Customers may purchase above-normal quantities at leader or loss-leader 
prices, thus disrupting sales in future consumption periods. The extent of this 
depends on the storability of the product.* 

There is good economic justification for the use of the policy when 
that use is based upon other than predatory competitive purposes. 
In the first place, as one author 8 points out, the field of retailing 
illustrates the case of related demands for products in terms of the 
indivisibility of the merchandising unit and the complementarity of 
demands. In the second place, the typical retailing store illustrates 
perfectly the problem of joint costs, whereby it is impossible to 
determine accurately (or perhaps at all) just how much it costs to 
sell any particular brand of product. Under these circumstances, any 
price that will cover either the invoice or replacement cost of the 

1 Grether, op. tit., Chap. VIII. 

* For a more complete discussion of this problem, see Grether, op. tit., Chap. VIII. 

* George J. Stigler, The Theory of Price (New York: The Macmillan Company, 

1946), p. 309. 
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product, whichever is higher, and contribute any additional revenue, 
is economically valuable to the retailer. 1 If the leader does these 
things, and also increases the sale of other products, then the contri¬ 
bution toward total expenses will be much greater. 

The passage of the so-called “fair” and “unfair” trade practices 
acts, however, has changed the nature of the problem. As of 1940, 
10 states had passed the second type of legislation, which attempts 
to regulate “unfair” price cutting by establishing a minimum addition 
to invoice cost as a floor below which prices must not be reduced by 
retailers. Whether or not such legislation reduces any motivation to 
become more efficient or lessens the ability of low-cost operators to 
charge low prices, depends on the level at which the floor is established. 
Under the unfair trade practices acts, sales are forbidden at prices 
below cost, as defined. Usually the cost level so established serves 
effectively to limit price competition. In many cases, retail and/or 
wholesale groups are permitted to make cost surveys, for purposes 
of the legislation, which need meet no technical standards. Space 
does not permit any further analysis of the economic fallacy apparent 
in the legislation that, when goods are sold under conditions of joint 
costs, the price of each good must return a margin sufficient to cover 
the average cost of doing business. Enough experience has been 
obtained under the legislation to show that many illegal practices 
have been stimulated by retailer groups opposing the corporate chain 
stores, and that prices have had to be increased uneconomically. 

The best economic statement concerning loss leaders is summarized 
in the following statement: 

The phrase “loss leader” has nothing but popularity to commend it. If the 
firm is intelligent in selecting and pricing loss leaders, it will increase its profits. 
Given the prices of the other products, the change in the price of the loss leader 
leads to increased sales (of this and other products) which add more to receipts 
than to cost. ... A good loss leader is always a “profit leader.” The fact 
that the cost of the leader is greater than its marginal revenue, ignoring other 
effects, is irrelevant; the true marginal revenue of the leader is the change in 
the total receipts of the firm if other outputs (or prices) remain constant. 2 

Odd-amount pricing . In recent years, many types of stores have 
adopted the policy of charging odd amounts for products, even though 

1 In this connection, it is well to keep in mind that products may be sold at 
“regular” prices and still not contribute as much toward meeting expenses as do 
the leaders. This is true particularly for such items in a grocery store as cigarettes 
or sugar. 

a Stigleb, op. cti., footnote, p. 314. 
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the level of the price was substantial. This policy reflects, in part, 
a direct competitive influence. Phillips 1 has summarized the apparent 
advantages, despite the fact that customers must wait for change 
and that the sales-person must make change, as follows: 

1. The amount may indicate a reduction from a higher level. 

2. The customer may make additional purchases while waiting for change. 

3. Salespersons are forced to use cash registers to make change, thus reducing 
losses through dishonesty. 

In actual practice, little is known of the effectiveness of this method 
of pricing; ^d, typically, the use of odd or even prices does not, 
of itself, determine whether or not change has to be made with dis¬ 
honesty thereby reduced to a minimum. 

Special sales events . This type of policy is included under price 
policies, since it invoTves the sale of regular merchandise at sharply 
reduced prices during certain periods of the year. In a sense it 
represents an anomaly, because it may be used by retail stores that 
do not otherwise emphasize price competition. Several important 
purposes have been attached to the use of this policy. In offering 
changes from normal policies, it has important psychological benefits, 
which stimulate both customers and employers. Many such sales 
become eagerly awaited affairs, during which tremendous sales 
volumes are accumulated. These sales events may push the sale of 
seasonable merchandise, or may clear out odd assortments of goods 
(particularly style goods) at the end of a season. Such events may 
become the regular means for offering merchandise specially purchased 
or difficult to obtain at reduced prices. These events may also serve 
to introduce new merchandise into a locality, or may herald the 
beginning of a new season for wearing apparel. It is assumed, also, 
by department stores especially, that these sales may be the means 
of obtaining new cash or credit customers, and of increasing sales in 
other departments not featured in the sales event. 

The results of special sales events, however, are not always advan¬ 
tageous. Many people may delay their purchases of the merchandise 
until the sales event when it is known that regularly stocked merchan¬ 
dise will be featured at reduced prices. To the extent, however, that the 
sale features special merchandise, customers may lose any faith in 
the actual price-saving value of the sale. Costs of carrying on the 
sale may exceed any advantage in revenue. At the same time, 

1 Chables F. P h il l ip s, Marketing (Boston: Houghton Mifflin Company, 1938), 
pp. 623-624. 
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regular customers may encounter lack of service, crowded conditions, 
etc., which may have repercussions on customer morale. Other serious 
effects on internal operating and merchandising activities have been 
noted. 1 

Summary 

This chapter and the one preceding it have outlined the component 
elements of the price structure and the various types of price policies 
used by groups of individual producers and distributors. These 
policies represent various degrees of strategy upon the part of indi¬ 
vidual sellers or groups of sellers in their attempts to move away from 
price competition. Certain policies, as a matter of fact, such as the 
use of leaders and loss leaders, may serve actually to intensify price 
competition and may lead to predatory price wars. Many of the 
policies, on the other hand, attempt to secure for the seller a stability 
of price which, it is assumed, will lead to a more completely satis¬ 
factory basis for planning business operations, which, in turn, it is 
hoped will stabilize profits. 

Out of this discussion, three sets of problems arise, which will be 
discussed in later chapters. One set concerns an analysis of the role 
of price as a coordinating and controlling force in the marketing 
structure, and the relative effectiveness and desirability of price 
competition as compared with nonprice competition. The second set 
is concerned with the role of management and the complexity of the 
price-determination process within the business firm. 2 A final set of 
problems has to do with the effect of government control on the price 
structure in terms of actions that have tended to maintain or increase 
the strength of price competition, on the one hand, and those that 
have increased the strength of nonprice competitive factors, on the 
other. 

Extensive as this discussion has been, only the principal types of 
price policies have been presented. There are available today no 
single references that can begin to outline all the policy variations 
used by producers, wholesale distributors, and retail distributors in 
terms of their origins, their relative importance, and their relative 
effectiveness as tools of over-all business strategy. Much research 

1 Ralph B. Alspaugh, Consumers* Reactions to Special Sales in Columbus Depart 
ment Stores (Columbus, Ohio: Bureau of Business Research, Ohio State University, 
1933), especially pp. 88-89. 

2 This discussion can be presented only in summary fashion. A second course 
usually deals in more detail with the marketing problems and the analysis of such 
problems as they relate to the individual business firm. 
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needs to be carried on and much integration of present information 
must take place before this gap is closed. 

QUESTIONS 

1. How do you explain the increased importance of price policies in the present- 
day price structure? 

2. Why should a businessman desire to control his selling prices and to use product 
differentiation, rather than subject his product to price competition? 

3. How do you explain the importance of 1 ‘price leadership” as a price policy for 
a restricted number of commodities? 

4. What forms of “sharing the market” are feasible? What are the consequences 
of this price pfflfty for sellers? For the consumers of the products sold under this 
policy? 

5. Why is a basing-point price described as a form of geographical price dis¬ 
crimination? 

6. What are the important differences between single-point and multiple-point 
systems? How does each serve to allocate markets between sellers? 

7. Why are basing-point policies used? What effects follow from their existence? 

8. What other forms of geographical price discrimination exist, in addition to 
the basing-point system? 

9. What is meant by “open-price” associatidns? Do they reinforce or retard 
the competitive elements in price determination? 

10. How effective do you imagine price-stabilization policies to be in actual 
practice? 

11. What are the arguments for and against resale price maintenance, from the 
viewpoint of the manufacturer? of the wholesaler? of the retailer? of the consumer? 

12. What is the relationship between the rise of branded merchandise and many 
of the present price policies of manufacturers and middlemen? 

13. How may discounts be defined? What forms are used in connection with 
price quotations? 

14. How do the price policies of middlemen depend on the price policies of manu¬ 
facturers?. How do they differ? 

15. What is price lining? How are the price lines determined? 

16. W r hy do leader price policies have an unethical connotation attached to them? 
What is the economic justification for their use? 

17. How has the changing institutional composition of retail trade affected the 
price policies used by the retail middlemen? 

18. Of what value are special sales events from a price viewpoint? 

19. To what extent can nonprice competition be separated from questions of price? 
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STRUCTURAL CHANGE 

Nature and Processes of Change 

One cannot survey the structural organization of the market without 
being made aware of the ever-present fact of change. The marketing 
structures operate in a field of economic force that constantly modifies 
their functions and their forms. Not much is known about these 
processes of change and there is little in marketing literature on the 
subject. It is the pSrpose of this chapter to suggest an approach 
to such a study, rather than to write with any authority or to give 
an adequate treatment of the subject. The history of business 
organization, as distinct from economic history, has yet to be written. 

The institutional approach to the study of marketing, as defined 
in Chapter I, is analogous to the biologist's approach to the study 
of living forms. In both cases ihere is interest in function and form 
and the forms are organic, having life cycles and periods of growth, 
change, and decay. It is from this point of view that we approach 
the phenomenon of change in the marketing structures. Observation 
shows that these processes of change may be somewhat the same as 
those in nature. Through the impact of environmental forces on the 
individual structure (organism), a variant of the original form with 
new and different characteristics may appear. Such a change corre¬ 
sponds to the process of mutation in natural forms. If the new form 
is better adapted to its environment, it survives; if not, it is eliminated 
through a process of natural selection. 

The process of structural change in the economic world may also 
correspond to those changes induced by the process of plant breeding. 
Management may seek to hasten the process of adaptation by develop¬ 
ing new forms through a joining together of some of the characteristics 
of two or more existing forms. While the process of change often is 
marked, as in nature, by the evolution of simple into more complex 
forms, the process, under direction, often works in the direction of 
simplification of both function and structure. Examples of these 
various types of structural change will be given at a later point. 

Change is universal in the economic world, as it is in nature. It 

penetrates into every part of the institutional organization. Only a 
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few examples can be given to illustrate the operation of change on the 
marketing structures, particular attention being given to the marketing 
agencies, with some notice of changes in market areas and in the price 
structures. 

Forces Making for Change 

Forces operating generally. The environmental forces operating upon 
marketing structures cannot be distinguished from those forces which 
affect the action of all economic structures. It will be sufficient here 
to summarize them, leaving to a later point any discussion of how a 
particular set of forces effects a change in the marketing structure. 
The student should again be reminded that the list is suggestive and 
that no claim is made to completeness. 

First is the all-embracing force of competition, which operates 
through the pressure of costs and prices and through nonprice compe¬ 
tition, especially in the offering of, and the demand for, service. 
Competition may work directly between or among similar types of 
marketing structure to effect a change of form. It may work indirectly 
as between different types, or by impact through the effect of compe¬ 
tition between two like forms upon a third and unlike form. 

Population changes operate powerfully to modify marketing struc¬ 
tures. Changes in size and rate of growth, educational status, move¬ 
ments of population and its geographical arrangement—notably, the 
phenomenon of urbanism—are significant. So, too, is the plane or 
level of living of different population groups as it affects the scale of 
wants and the demand for services. 

Improving technology is a force to be reckoned with in accounting 
for structural changes, as it operates on the spatial dimensions of 
market areas through its effects on transportation and communication. 
Most important in explaining increased scale and complexity of 
marketing structures is the fact of increased efficiency of the production 
process. In accounting for increased scale of organization, one must 
not overlook, either, the improvement in techniques of administration. 

Capital accumulation is a permissive factor, rather than a positive 
force, but the evident effect of this phenomenon on the size and rate 
of growth of all business organizations makes it deserving of mention. 

Changes in the distribution of income among the population have 
operated on the side of demand to bring about changes in marketing 
agencies, especially those adapted to mass distribution. 

Growing class consciousness among certain groups helps to account 
for the development of some forms of marketing organizations, notably 
the cooperatives. 
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Risk and, especially, the desire for security from risk are forces that 
have come to exercise a more important influence on marketing 
structures than was true in an earlier day. 

Finally the action of government may be mentioned, especially in 
its efforts to benefit particular groups through price stabilization and 
subsidy. 

Forces operating within an industry or a trade . Subject to the 
influence of the environmental forces, the policy-making function of 
management is clearly the controlling factor in effecting changes in 
the organization and form of marketing structures. The policy¬ 
making decisions of management express themselves in a variety of 
ways to determine structural changes. Changes in product design, 
the differentiation of products through branding and advertising, 
standardization, the *ise of patents and the pooling of patents, all 
have significance for the resulting form of marketing organization 
and price structure. The factor of invention has to be reckoned with. 
Indeed, there may be justification for including invention as one of 
the forces that operate generally to cause changes, rather than asso¬ 
ciating it with what happens in a particular industry. 

Decisions with respect to the scope of activity are determining in 
those cases in which the general function of marketing may be restricted 
to special lines of activity in terms of product or area of distribution. 

Decisions with respect to “channels of distribution” determine the 
patterns that will be followed by particular companies—patterns that 
may become conventionalized in particular industries into systems of 
direct versus indirect distribution. 

Price policies determine resulting price structures, ranging all the 
way from open-market competitive prices to price structures giving 
evidence of virtual control. The principle of profit making through 
wide margins, versus profit through volume sales, works out finally 
into contrasting types of marketing organization. 

The choice of legal forms of organization is interesting historically, 
since there has been a clear trend from single proprietorship and 
partnership to the corporate forms. This change has gone hand in 
hand with growth in the scale of operations, in the desire for more 
effective management control and for a better distribution of risk. 
One must note, also, modifications in the corporate forms, which 
accompany the changing concept of competition. 

This changed attitude toward competition is even more evident 
in the associative actions of business firms within a given trade or 
industry. Management acting cooperatively brings into existence 
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marketing forms, especially in the area of price, which are most 
complex and interesting. 

With this brief summary of the forces operating to bring about 
change in the marketing structures, the student should be reminded 
that these forces do not operate independently of each other. They 
’ combine to produce a given effect and action is often reciprocal. 
Especially be it noted that managerial decisions are conditioned by 
the environmental forces within which the business operates. Change 
in one part of the field sets in motion a whole chain of effects, which 
extend to all parts of a field of competition. The existing structures 
conform to the new conditions or they disappear. The whole process 
is most complex and one cannot hope to trace in detail the impact of 
particular forces to cause particular changes in marketing structures. 

The initiative for bringing about changes in marketing structures 
may come from many different directions. In so far as change may 
result from invention, it may be said to be a chance variation corre¬ 
sponding to chance variations in nature. Those changes which come 
as the result of the responses of management or of group interests to 
the pressure of social and economic forces may originate with manu¬ 
facturers and agricultural producers, with middlemen, with consumers, 
and with government agencies. Initiative may come from any one 
of these sources to produce unique effects on the marketing structure. 

Types of Structural Change: The Agency Structures 

No attempt is made here to trace historically the progression of 
types of distributive business according to an evolutionary theory 1 
or otherwise, the examples being drawn from American experience to 
illustrate different degrees of complexity of organization at retail and 
wholesale levels. 

Change in number of units . One of the most obvious ways of 
complicating the business structure is by multiplying the number of 
units. This may take the form of a small group of retail stores under 
a single ownership, operating in the same city, without any attempt 
to integrate retailing with wholesaling. Through a process of hori¬ 
zontal integration this multiplication of units performing like market¬ 
ing service may spread over a region or through many markets, as 
where warehouses or wholesalers or sales agencies may be organized 
into a chain. Ownership and operation may be through a single 
corporate entity, or the units may be separately owned and operated 
according to a uniform plan. The multiple-unit type becomes 

1 N. S. B. Gras, Business and Capitalism (New York: F. S. Crofts & Co., 1939). 
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increasingly complicated when integration on a vertical basis occurs. 

Basic to the appearance of the multi-unit form is the desire to 
increase volume of business under a single control by a spatial extension 
of the single-unit type. It is a natural consequence of the geographical 
growth of the market and it reflects also the homogeneity of demand 
for service or product over wide areas. Administratively, it is a 
method of overcoming the risk of faulty plant location, of achieving 
economies through standardization and through spreading the costs 
and making more effective use of expert managerial direction. 
Economies in purchasing through the pooling of orders may be realized 
to the extent*fhat standardization is made to apply. 

Change in number of functions: nonintegrated types . Change here 
may be in either direction—through the addition of functions to an 
original simple type of operation or through reduction in the number 
of functions performed. Looking first at the nonintegrated types, 
one is struck by the present trend at both retail and wholesale levels 
toward simplification through reduction in the number of functions. 
Examples of an increase in the number of functions are found in the 
agent and broker types, in which can be seen evidence of hybrid 
forms in which the functions of broker and commission man are 
combined with the functions of ownership and risk bearing. 1 The 
broker in some of the food lines (flour, sugar, canned goods) will, on 
occasion, speculate on his own account. The control of warehouse 
space may facilitate such operations. The commission firm in the 
perishable fruit and vegetable trade and in the dairy-products trade 
has very generally become a merchant wholesaler on his own account; 
the title persists even after the functions have changed. Over a 
period of time the warehouseman (terminal elevator) in the grain 
trade has become the principal merchandiser of grain in the terminal 
markets. In these latter cases the assumption of added functions 
has accomplished a transformation of the original type into a radically 
different form. Yet another example of development of a simple into 
a more complex form through the adding of functions is found in the 
case of the wagon jobber. Originally a delivery man doing custom 
trucking, he has become a merchant on his own account in the whole¬ 
sale food trade, buying from wholesalers and jobbers and selling to 
retailers and institutional trade. 

These changes from simple to more complex functional types grow 

1 Theodore N. Beckman, “Multiple Types of Wholesaling,” Fifteenth Census of 
the United States , Wholesale Distribution , Special Series (Washington, D. C.: Govern¬ 
ment Printing Office, 1933). 
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out of the particular circumstances of the respective trades. Certain 
causative influences may be alleged to explain these changes. In the 
case of the broker, a superior knowledge of the commodity and of 
the market situation, together with ready access to loan funds, may 
explain his willingness to assume the risks of ownership at the same 
time that he is acting for others as an agent. Occasional malpractice 
by a minority of commission firms, and the ambiguous position in 
which the agent is placed by mixing his own trades with those of his 
clients, has had something to do with the decline of the commission 
business in perishable produce. More important has been the building 
up of strong integrated types of merchandising organizations at the 
shipping points and in the large buying markets. This has forced 
the commission man to take title on his own account if he wished to 
stay in business. Small changes in marketing structures are largely 
repercussions of more fundamental changes in marketing organization. 
The elevator-merchant type illustrates the strategic importance of a 
physical facility, the control of which assures a position of dominance 
in the market. The same may be said of the wagon or truck jobber, 
if one keeps in mind the increased importance of the transportation 
facility as the area of the market expands. 

Reduction in number of functions: nonintegrated types. The trend 
toward simplification has been transmitted from the integrated to the 
nonintegrated types. At the retail level this has taken the form of 
shifting the functions of credit and delivery and sales service to the 
consumer. Such stores have come to be called “cash-and-carry” 
and “self-service” stores. The economies achieved through reduction 
in service have largely been passed on to the consumer in lower price. 
For the nonintegrated unit the adoption of a limited-service type of 
operation has been dictated by the pressure of competition of the 
chain store, which initiated this technique. 

At the wholesale level may be found the cash-and-carry wholesaler, 
who simplified his operation by shifting the function of credit and 
delivery to the retailer. He further limits his service by stocking 
only those lines on which he can obtain a high rate of turnover. This 
limited-function type is again a by-product of the very efficient 
integrated type of large-scale organization. 

The drop shipper and the mail-order wholesaler should also be men¬ 
tioned as limited-function types. The mail-order wholesaler dispenses 
with salesmen, the drop shipper dispenses with physical handling and 
carrying of stocks. The former type is a resultant, in part, of improved 
communication service, permitting sale by description; the latter 
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reflects the need for economizing on transportation and rehandling 
costs for heavy commodities moving in a greatly expanded regional 
market. The assumption of credit risk by the drop shipper is an 
essential part of his service to the supplier. 

Analogous to change in number of functions of nonintegrated types 
of distributive business has been a change in the completeness with 
which a given function is performed and the effect of this on the type 
of enterprise. The progression here is from the general-line type of 
wholesaler and retailer to specialty types, reflecting differences in the 
completeness with which the function of carrying stocks is performed. 
For the wholesaler the change is toward more intensive coverage of a 
more limited line of merchandise, the change being directed toward an 
inherent difficulty of the general-line wholesaler in performing the 
selling function. Pressure for change comes from the manufacturer, 
who demands greater selling effort from the distributor. This the 
general-line wholesaler is not able to give because of the many different 
lines he carries. By concentrating within a given merchandise line the 
specialty wholesaler tries to give a more aggressive selling service to the 
manufacturer and more complete coverage within the line to the dealer. 

At the retail level, the progression has been from the general store 
carrying many unrelated lines of merchandise to the limited-line store 
and the specialty shop. The inventory of the general store suited the 
needs of a small trade center serving a tributary area in which agricul¬ 
ture or stock raising predominated. Growth in the size of the urban 
community justified specialization on merchandise lines to give better 
service to consumers. In metropolitan centers, where the demand for 
style goods is a larger factor, still further specialization in the form of 
the specialty shop has occurred. Store service, as well as complete¬ 
ness of stocks, also enters into the situation at the specialty-shop level. 

Integrated Functional Types 

On a horizontal plane, these types are identical with the multi-unit 
forms discussed earlier. On a vertical scale, one distinguishes first the 
manufacturer-wholesaler in which case manufacturing and whole¬ 
saling functions are combined under a single ownership and operation. 
Warehousing facilities may be owned or leased. In any event, the 
manufacturer assumes the functions of carrying stocks and making 
contact directly with retailers through a sales force, or employs the 
services of brokers or sales representatives to reach retailers and 
industrial users. This development marks one of the most important 
trends in modification of existing types of marketing organization. 
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Basic to this development is an improving technology, which has made 
possible volume production at low unit cost. This, in turn, has 
created a demand by the manufacturer for more aggressive selling than 
the old-line wholesaler seemed willing to perform, hence the use of 
more direct methods (see Chapter XIV, where the problem is discussed 
in detail). 

Vertical integration may reach back from the large retailer to include 
wholesale and, at times, manufacturing functions. Such types include 
the independent department store and the mail-order house, in which 
the scale of operation and the size of orders justify direct approach to 
the manufacturer rather than approach through the wholesaler. Many 
reasons both social and economic explain the appearance of these types 
(see Chapters X and XI). The significant fact is that through growth 
in size and scale of operation a mass-merchandising technique was 
developed, which combined with the direct selling of the manufacturer- 
wholesaler to set up a whole series of resulting changes among the 
independent nonintegrated retail and wholesale units. These forces 
making for change at the retail end of the distribution process were 
given added emphasis by the growth of the corporate chain. Before 
the discussion passes on to this latter type, which involves a somewhat 
different principle of integration, mention should be made of two minor 
types of vertical integration, the wholesaler-retailer and the retailer- 
wholesaler, or semijobber. These are single-unit, small-scale organ¬ 
izations that are, in reality, hybrid types and of little significance in 
accounting for broad trends of change. 

A third type of organization combining both vertical and horizontal 
integration includes some of the most significant new types of structure 
resulting from the forces already referred to. Starting again with the 
manufacturer, organization proceeds vertically to include the wholesale 
function. At the wholesale level, the organization may include sales 
branches or sales offices coordinated horizontally with a central sales 
office. In certain types vertical organization goes all the way to the con¬ 
sumer, to include retailing. At that level the organization again expands 
horizontally into a retail chain. The strategy of taking over the entire 
selling function proceeds from a desire to exercise greater control over 
the amount of sales effort and over final retail price. Under the stress of 
competition, the manufacturer feels the urge to get closer to the con¬ 
sumer. This he does through brand advertising direct to the consumer 
and through contact at the retail level. This form of organization 
involves large investment and inflicts a heavy burden of inflexible costs 
on the manufacturer in periods of general business decline. 
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The corporate chain also illustrates the principle of vertical-horizontal 
integration of marketing functions, this time initiated by the retailer. 
On a vertical axis, the chain invariably includes the wholesale or ware¬ 
housing function, with purchase direct from manufacturer or primary 
producers. To a minor extent the retail chain may include the manu¬ 
facturing function. Organization on the horizontal plane includes 
branch or district warehouses and many retail units. The repercus¬ 
sions of this integrated, large-scale retail type on other types of market¬ 
ing organization have been most significant. We may notice first the 
effect on the large mail-order house, which was integrated vertically 
and which sol<t%t low prices mainly to the small-town and the rural 
market. Penetration of chain-store units into these smaller population 
units, along with increased mobility of the rural population, has forced 
the mail-order house into the adoption of the chain-store principle of 
organization. This it has done without sacrificing its direct sale to 
consumers by mail. 

The power of the corporate chain to induce changes in organization 
of independent, nonintegrated, small-scale retailers and independent 
wholesalers has proceeded from two sources. (1) The preferential 
treatment that chain buyers received from manufacturers by reason of 
their larger buying power placed the wholesaler at a disadvantage in 
buying from similar sources. (2) The drastic price competition of the 
chain at the retail level threatened to eliminate the independent retailer 
who bought from the higher cost wholesaler. Through a process of inte¬ 
gration two new forms of organization resulted. 

With initiative coming from independent retailers, a retail-coopera¬ 
tive type of chain-store organization appeared. Retailers combined to 
take over the wholesale function, through the ownership and operation 
of their own warehouse. This was accomplished without surrender of 
the independent ownership of the retail units. 

Aiming at similar objectives, wholesalers have taken the initiative in 
organizing voluntary chains of independent retail stores. So wide¬ 
spread has this type of organization become that the number of retail 
units in voluntary chains much exceeds the number of units in corpor¬ 
ate chains. The volume of business of the voluntaries in the food 
trades, where this type flourishes, is about the same as that of the 
corporate chains. The integrated principle of organization set in 
motion by the large-scale retail units gives promise of establishing a 
pattern for a general reorganization of all wholesale-retail trade 
relations in the United States. 

Quite independent of the forces thus far discussed, yet another inte- 
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grated type has developed, following, in the main, the principle of 
chain-store organization. This is the consumers’ cooperative, initiated 
by consumers at the retail level and expanding to include both whole¬ 
saling and manufacturing functions. Perhaps more than any of the 
other integrated types, the consumers’ cooperative is committed to 
the principle of vertical integration. Idealogically its ultimate aim is 
the control of production. 

Changes in Legal Form 

While the individual proprietorship and the partnership still pre¬ 
dominate in the field of distribution, the trend is toward the corporate 
form, if volume of business under the respective forms be considered. 
As in business generally, the change is from individual to group owner¬ 
ship and from personal to impersonal forms of control. These changes 
have been the natural accompaniment of growth in the scale of opera¬ 
tion and the need for greater concentration of control. Within the 
framework of the corporate form, management has become specialized, 
in contrast to the unspecialized management of the small-scale indivi¬ 
dual proprietorship. 

With the growth in the corporate form, also, control has been shifted 
from the ownership group to a management group. This concentra¬ 
tion of control in the hands of a professional management group has 
been a major factor in accounting for very effective competition of 
large-scale corporate enterprises against unorganized small firms. One 
of the results has been to force these independent small firms into 
associative types of organization to which they surrender some part of 
the function of management. A second result is government inter¬ 
vention in behalf of the small business. 

In the effort to restore equality in competition, government has laid 
restraints upon the integrated corporate type of marketing organiza¬ 
tion, especially when it took a multi-unit form, which have kept it from 
reaching its full development. At the same time, government has 
sanctioned legislation that has permitted a much closer coordination 
of independent enterprises, in the interest of giving them a greater 
measure of control of the price-making factors (see Chapter XXVIII). 
In agricultural marketing this has brought into existence forms of 
cooperation between business and government that approach the type 
of a state-controlled economy. 

Changes in Market Areas 

Historically the change has been from local areas of distribution to 
regional, national, and international areas. This expansion has been 
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the direct result of an improvement in the technology of production, 
on the one hand, and the lowering of the cost of transportation, on the 
other. In the United States, particularly, large regional distribution 
has been encouraged by the peculiar character of our system of freight 
rates, which makes the long haul relatively much cheaper than the 
short haul, and which seems to assume regional specialization in pro¬ 
duction. Impending changes, which may put these rates more nearly 
on a mileage basis for manufactured goods, may operate to contract 
distribution from a national to a regional basis, either directly or 
through forcing a decentralization of manufacture. 

In the consuflffers’ goods trade, as was pointed out earlier (see Chapter 
XXI), there has been a general shift of retail buying from local to city 
and metropolitan markets. This expansion in the area of distribution 
of the larger markets has, of course, been promoted by widespread 
automobile ownership and by highway improvement. Here, again, 
offsetting forces are at work, such as improvement in the stocks of the 
small-town store, and the penetration of the chains into the smaller 
population centers. It is by no means certain that the trend of the 
predepression years will be continued. 

Expansion and contraction of areas of wholesale distribution also 
occur in response to depression phenomena. Declining prices, with 
inflexible freight rates, inevitably contract the areas of distribution, 
while the reverse condition tends to expand them. 

One must distinguish between changes in area pattern, like those 
discussed above, which are determined principally by economic factors, 
and those that result from some measure of administrative control by 
business firms or trade associations. The point of view is that of the 
individual enterprise. One example of an administratively determined 
area results from the adoption of a policy of selective selling, i.e., 
refusing to sell to customers beyond a certain zone, when the costs of 
selling in the distant area are not covered by the income from sales. 
The current popularity of this policy marks a reaction from a previous 
policy of trying to maximize sales volume, regardless of the effect on 
net profit. 

The maximizing of areas of distribution has been dictated by the 
growth in the size of production units and the increased amount of 
fixed costs as a part of total cost of the manufacturing enterprise. 
These conditions have given rise to changes in the price structure 
designed to promote the widest possible distribution. Postage-stamp 
prices, zone prices, basing-point prices—all involving some measure of 
freight absorption or of discrimination against buyers closest to the 
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point of supply—have been the machinery used. Under this kind of 
manipulation, the integrity of the classic area of distribution de¬ 
termined by the differential prices and costs of competing sellers has 
broken down. Much overlapping and crosshauling have resulted in 
the effort to distribute overhead more effectively. It may be 
questioned whether the increased distribution cost has been wholly 
offset by decreased unit costs of production. 

Changes in Price Structures 

A broad distinction is made between flexible and inflexible price 
structures. 1 Agricultural commodities generally are represented as 
having flexible price structures, which is another way of saying that 
price fluctuates freely in response to supply-and-demand conditions 
in a competitive market. Except in certain restricted areas where 
government has intervened 2 —for example, in the case of fluid milk 
prices in metropolitan areas—there seems to be little indication of a 
trend of change in the competitive price structures of agricultural 
products as they enter the wholesale markets of the United States. 

Not so with the prices of manufactured goods and with industrial 
raw materials, such as lumber, cement, and the metals. Here there 
seems to be general agreement that price structures have become in¬ 
creasingly inflexible and rigid. Such prices are often referred to as 
“administered prices,” since they result from control exercised by 
management, instead of being freely determined in the market. 

This trend toward rigidity in the industrial market is a concomitant 
of the growth in the size of business unit and the increased inflexibility 
of many of the costs of large-scale, heavily capitalized industry. The 
choice of a rigid policy is related to the kind of product, its degree of 
homogeneity, the relative elasticity of demand, and the possibility of 
substitution of a rival product. Rigid price structures are more likely 
to be found, also, where there are a few large producers controlling 
supply or a few large buyers controlling demand. 

The characteristic behavior of an inflexible price structure is shown 
by contrast with that of a flexible price structure in times of general 
business decline. Under the pressure of declining demand, flexible 
prices fall sharply while production is maintained at a relatively high 
level. Inflexible prices decline but little while production is greatly 

1 See Chapter VI; also, Price Behavior and Business Policy , Temporary National 
Economic Committee, Monograph No. 1 (Washington, D. C.: Government Printing 
Office, 1940). 

3 These areas are extensive. Indirect controls over prices through credit extension 
operate widely. 
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curtailed. The criticism is made that rigid price policies are made 
with an eye to monopoly profits. While there is enough evidence in 
certain cases to support the validity of this criticism, it is true, also, 
that only by the maintenance of a stable price structure does it seem 
possible to avoid the disaster of cutthroat competition, which the size 
and capital structure of these industries invite. Until some remedy 
can be found for the risks of the business cycle, large business entities 
in the industrial-goods markets will refrain from aggressive price com¬ 
petition, in the interest of self-preservation. 

Concessions have been made by government to producers and 
middlemen, iif*hmrkets that are normally price competitive, in the 
interest of making competition less drastic. In the agricultural 
markets, a floor has been placed under the prices of the staple products 
through the machinery* of crop loans, and provision is made for the 
disposal of surpluses that may depress prices. Cooperatives are given 
extraordinary privileges of controlling market supplies in the interest 
of “stabilizing” prices during a marketing season. Producers are 
permitted to unite with processors and middlemen in a cooperative 
undertaking to the same end under the Agricultural Marketing Agree¬ 
ments Act (see Chapter XXVIII). Such arrangements give rise to the 
pooling of products by different owners with the association, on the 
basis of grade, and the use of pool prices for settling with the owners. 

In the distribution of manufactured consumed goods, a similar 
trend toward “controlled competition” is apparent. Control over the 
price structure in these markets assumes two aspects: a shift in 
emphasis.to nonprice competition and an appeal to government for a 
relaxation of the Sherman Act, in the interest of “fair competition.” 

Nonprice competition is an indirect method of stabilizing the price 
structure by differentiating the product to the consumer through em¬ 
phasizing differences in quality and by packaging and brand adver¬ 
tising. A psychological preference that will make the consumer indif¬ 
ferent to price is the goal. Competition works out finally in terms of the 
relative financial strength of the competing companies, while prices 
are maintained to the consumer. 

The legislative route to price stability is through the fair trade and 
unfair trade acts. The first of these acts permits the manufacturer to 
enter into agreements with wholesalers and retailers to fix resale prices 
of branded and trade-mark products. The unfair trade acts are aimed 
at selling below a minimum markup over the cost of the merchandise 
to the dealer. Both pieces of legislation are directed at the price-cutting 
practices of the large-scale retailers, especially the chains. 
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The historic trend of change in these price structures has been from 
uniform f .o.b. plant pricing (mill base) to some form of a delivered-price 
structure. This trend of change is both the result and the cause of ex¬ 
pansion in the trade area. An obvious method of expanding the trade 
area is for the selling company to discriminate in price in favor of the 
distant buyer located outside the seller’s normal sales territory and, 
hence, in that of a competitor. Behind this drive for volume through 
territorial expansion is the desire to make a fuller use of plant capacity 
and thus to achieve lower unit costs. 

The uniform f.o.b. plant price is the simplest of all geographic price 
structures, since there exists only one price to all buyers, regardless of 
location. Buyers nearest the plant realize the benefit of their location in 
a lower delivered cost of merchandise, but they are not in so good a 
price-bargaining position as those in the marginal territory between 
competing plants. Hence, trade at the margin is unstable and there is 
the urge to discriminate in favor of these distantly located buyers. The 
resulting price structures range all the way from uniform delivered 
prices on a national scale by an individual firm to multiple basing-point 
price systems sponsored by trade associations. 

Uniform delivered pricing on a national basis is the solution of the 
manufacturer-wholesaler, who has a branded, well-advertised product. 
This, again, is a relatively simple price structure, often fortified by re¬ 
sale price maintenance agreements. It is easy to administer and it gives 
the maximum opportunity for volume sales. Such pricing obviously 
discriminates against buyers located near the plant, though it may be 
agreed that they are not injured if the added volume of sales obtained 
by uniform pricing results in generally lower prices. 

A more complicated price structure is that of zone-delivered prices, 
where the whole area of distribution of competing plants selling on a 
national basis is divided into zones. “For prepared paints, for example, 
Zone 1, comprising most of the Northeast, is the base zone. Prices in 
zone 2 range from 4 to 6 cents higher, in zone 3 from 8 to 12 cents higher, 
and in zone 4 from 13 to 18 cents higher. In each zone full freight is al¬ 
lowed from the factory to every jobbing center. Transportation costs 
from these jobbing centers must be paid by purchasers within the respect¬ 
ive zones.” 1 An obvious purpose of such a price structure is to equalize 
competition between jobbers in the respective territories and thus to 
discourage price competition. 

A less formally organized price structure is that resulting from freight 
equalization at competing points in a trade territory. When a competing 

1 Quoted from Price Behavior and Business Policy , op. cit. t p. 314. 
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seller has an advantage in freight cost at a given point where the cus¬ 
tomer is located, the manufacturer may adjust his price by allowing the 
buyer who has paid the freight to deduct from the invoice a freight al¬ 
lowance. The amount of the allowance may be sufficient to equalize the 
prices of the competing firms, or it may be limited to an arbitrary 
amount. 

Basing-point price structures, which have been described in preced¬ 
ing chapters, have evolved in certain industries, which, because of type 
of product and capital structure, were threatened with cutthroat com¬ 
petition. These systems are designed to maintain a stable system of 
base prices, wffle they permit a considerable degree of flexibility in 
bidding for business over a wide area by plants that are producing at 
less than capacity. All prices are quoted on a delivered-price basis and 
generally conform to tHb formula of “basing point plus freight to the 
buyer’s station.” Since all bidders use the same basing point in quoting 
prices to buyers in a given area, the resulting delivered prices of the 
competing plants at any point in that area are identical. 

There is much controversy as to whether this method of pricing is 
truly competitive or whether the identity of price quotation results 
from agreement by the several bidders to use the same formula. The 
basing-point price structure marks the highest degree of complexity in 
the evolution of geographic price structures. It marks, also, a progres¬ 
sion from the price structure of an individual firm to that of an asso¬ 
ciation. 

In this brief review of changes in price structures, it is apparent that 
they may be modified by the purely economic forces of competition, by 
managerial decisions, and by governmental intervention. 

Significance of Change in Marketing Structures 

For the marketing manager the great significance of structural 
change is that he is operating in a dynamic, and not in a static, econ¬ 
omy. There are no fixed points, no unchanging laws except the law of 
change itself. Therefore, it seems reasonable to suggest that the 
manager should try to find out what changes are taking place and to 
discover, if possible, the trend of change in his particular area of oper¬ 
ation. 

Knowing what changes are taking place is the beginning of a study of 
the causes of change. Such an inquiry may reveal whether the changes 
are superficial and temporary or whether they are fundamental and 
promise to be of long duration. A knowledge of the causative factors 
may also place the manager in a position to decide whether these caus- 
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ative forces are of a nature that permits some degree of control or 
whether they are operating so generally that the individual enterprise 
is impotent to deal with them. 

This leads to the third significant fact, which is that if the causes of 
change cannot be controlled, then they must be conformed to. Adapta¬ 
tion is the law of life in business, as it is in nature. The drama that at 
present is being enacted in the business world is the attempt of large 
business entities to control the forces that threaten their destruction. 
Whether a given kind of change is desirable depends on what is best 
for society. 

Stated most optimistically, the significance of change in marketing 
structures for society is the better adaptation of means to ends, in the 
interest of better service at lower cost, and thus an improvement in 
the material standard of living. 




Part VI 

COORDINATION AND CONTROL OF 
MARKETING STRUCTURES 


It must now be clear to the reader that the various marketing struc¬ 
tures that have been separately described work together in a sort of 
harmony, to constitute a system of distribution. They do so because 
they are coordinated, i.e. y brought into adjustment one with the other, 
by forces that are active and present in the market. What these forces 
are and how they operate it is the purpose of the following chapters to 
describe. 

Consideration of this problem of economic coordination introduces 
two contrasting theories of control; the principle of automatic, imper¬ 
sonal action of the market agencies and those who operate them in 
response to price and profit motives; and the principle of positive or 
directive control by individuals or by government to accomplish some 
preconceived plan or purpose. 

The principle of automatic control we readily identify as laissez 
faire, with its characteristic features of open-market competition, free 
and rational choice of consumers, individual self-interest, etc. Directive 
control by individual managers of small enterprises we recognize as 
falling within the scope of automatic control. 

Positive action to control marketing activities includes the tech¬ 
niques of management of monopolistic large-scale enterprises, i.e., 
group action as manifested through the corporate form, through trade 
associations and cooperatives. In this sphere of action, also, belong the 
coordinating and controlling activities of government. 

It is obvious that most types of distributive businesses are at once 
subject to economic control in terms of cost and price, to the directive 
control of consumers and of management, and to the regulative and 
promotive action of government. In this same sequence the problem of 
coordination and control of marketing structures will be discussed in 
the chapters that follow. 
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CHAPTER XXVI 

THE ROLE OF PRICE AND THE CONSUMER 

This chapter deals with a body of subject matter about which there 
has been and continues to be considerable confusion of thought. It is 
designed to present a view of the market organization working in a free- 
enterprise system in which monopolistic competition prevails, and fur¬ 
ther, to show how the working parts of this system are coordinated 
through the mechanism of price. No assumption is made that perfect 
competition exists or that it has ever been in operation or that it is 
“realistic.” The assumptions of pure competition do provide a basis 
for establishing a norm of behavior from which more “realistic” con¬ 
ditions can be observed. The very terms “monopolistic competition” 
and “imperfect competition” recognize the fact that “perfect” com¬ 
petition constitutes the general body of theory—the derivative forms 
seeking to make applications closer to reality. 

The Role of Price under Perfect Competition 1 2 

THE NATURE OF PERFECT COMPETITION 

Perfect competition is said to exist when the following fundamental 
requirements are met: (1) that there exists an atomistic organization 
of buj'ers and sellers such that no single unit of either operating in the 
market can influence in any way the prices of the products that are 
being purchased by the buyers and sold by the sellers; (2) that no in¬ 
stitutional forces exist to limit either prices or the mobility of produc¬ 
tive resources—the “free” markets are really free; and (3) that each 
buyer and seller has complete knowledge of supply-and-demand con¬ 
ditions in the market, in order that producers can, as a result, accom¬ 
plish the best apportionment of resources, and that consumers can ob¬ 
tain the lowest price in the purchase of any product. 

Stigler advances three sets of reasons why the assumptions of perfect 
competition are necessary: 

1 The material of this section is based upon the following sources: George J. 
Stigler, The Theory of Price (New York: The Macmillan Company, 1946), Chaps. 

2 and 3; Frank H. Knight, “Social Economic Organization,” in Syllabus for the 
Secondryear Course in the Study of Contemporary Society , 4th ed. (Chicago: University 
of Chicago Press, 1935). 
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1. Because, in the attempt to get a realistic approach, it is necessary to keep in 
mind that “realism” is a relative matter, and that, further, competition is more real¬ 
istic than monopoly because no one form of imperfect competition is so important 
quantitatively as the competitive industries. 

2. Because, in any case, any analysis of imperfect competition must first have a 
theory of perfect competition from which to begin. 

3. Because, for matters of social policy, competition gives us the most complete 
picture of an efficient economic system, and thus, once again, sets the starting point 
for a discussion of improvements. 1 

FUNCTIONS OF ENTERPRISE ECONOMY 

With a scaasity of resources available for want satisfaction, the 
fundamental economic problem becomes a question of how to allocate 
these scarce means among the various competing ends in such a way as 
to maximize the amount of want satisfaction. The five functions of an 
economic system under perfect competition, as outlined by Professor 
Knight, are as follows: 2 

1. Determination of quantities of various goods and services to be pro¬ 
duced. From the point of view of an individual as a consumer, he will 
demand those goods and services which most perfectly satisfy his 
wants, no matter how they are determined. From the point of view of 
all individuals as members of society, the question arising from this 
characteristic is in what proportions a given quantity of goods should 
be divided among the members of society. This problem becomes fur¬ 
ther complicated when it is remembered that society influences each 
individual's consumption habits either by means of deliberate action 
or through a cultural force. Penally, in any attempt to deal with this 
function, it must be remembered that economics raises a question of 
efficiency in the use of scarce means as a ratio of useful output to useful 
input. This function deals with one of the most important problems of 
economics—the problem of measuring values. 

2. The organization of production . Under the first function, pro¬ 
ductive resources were classified according to the uses to which they 
could be put. The next step, accordingly, is actually to use these re¬ 
sources in accordance with the scale of values established. Only one 
aspect of this problem is purely an economic one, and that is the as¬ 
signment of productive services to the industries producing the things 
that consumers want; and, within each industry, to individual plants 
and firms. How each individual establishment most effectively com¬ 
bines the resources it gets to produce goods is primarily a matter of 
technology and not economics. 

1 Stigler, op . cit ., Chap. 1. 

* Knight, op . cit . 



THE ROLE OF PRICE AND THE CONSUMER 


545 


3. The short-run problem of adjusting rates of consumption to relatively 
fixed rates of supply. Because of technological and other reasons, the 
amount of goods that can be produced is usually fixed for a considerable 
period of time, depending on the industry. At the same time, the de¬ 
mands may be divergent from, or equivalent to, this fixed supply. Ac¬ 
cordingly, the third function of the economic system is to see to it that, 
in the short-run period, the current rates of consumption and produc¬ 
tion are equalized, while the adjustment of production to consumption 
requirements is made as rapidly as possible. 

4. The function of distribution. Under an economic system in which 
individuals as producers are specialists and in which no one produces a 
completely identifiable physical product, there arises the problem of 
how to distribute the product among the members of society. In pas¬ 
sing, one must remember the role that money has in translating phys¬ 
ical products into a scale of values that has a common denominator. 
This function is important for purposes of the succeeding discussion 
because, from the point of view of economics, money is the chief 
agency relied upon to control production and stimulate efficiency. 

Given the present institutions of private property, competition, and 
contract, productive resources are legally vested in individuals who are 
free, within the legal conditions of marketing, to use them as they see 
fit for whatever purposes they determine. Since the owner of any re¬ 
source wishes to receive as large a return as possible, this constitutes 
the chief reliance that society has that the resource will be used in the 
most productive way. Then with the resulting product related to a 
scale of values, it becomes possible to remunerate each owner accord¬ 
ingly- 

5. Provision for the maintenance and expansion of the economic sys¬ 
tem. This function creates the necessity, from an economic point of 
view, of deciding what the rate and direction of expansion should be, 
how productive resources should be organized to secure this end, and 
how the costs of the expansion should be distributed. “Progress,” as 
used in the economic sense, refers to any “persistent cumulative 
change” without respect to any ethical judgments. In this sense, prog¬ 
ress may arise from changes in resources that are due to population and 
organization techniques or from changes in the nature and amount of 
consumer wants. It is an economic problem, to the extent that it in¬ 
volves comparing present and future values and organizing production 
to secure the desired rate and direction of expansion of resources. It 
is economic, too, in the sense that it involves cost, since when produc¬ 
tive resources are used in the direction of and for the purposes of “prog¬ 
ress,” alternative uses have to be foregone. 
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PRICE AND THE STRUCTURE OF THE ENTERPRISE SYSTEM 1 

With respect to the determination of the quantities of the various 
goods and services to be produced, the following aspects of the price 
mechanism are important, as it operates under conditions of pure 
competition: 

1. Except when he is restricted either by law or by custom, a consumer can spend 
whatever income he has as he wishes. In spending this income, the individual as a 
consumer relates the relative intensities of his wants to their money price (for the 
product that will satisfy) in order to get the utility of one product relative to the 
other things he could buy with the same amount of money. 

2. From this i##ollows that the more urgently a person desires a product, the higher 
will be the price in money that the individual as a consumer will be willing to pay. 

3. The entrepreneur, as an “economic man,” wants to cover all costs in order to 
remain in a solvent state. Accordingly, he will buy those resources which will pro¬ 
duce a product that can be sold at the most favorable prices relative to its costs. 
Since individuals as consumers will pay the highest prices for the things they most 
urgently need, it follows that the individual as a producer, in order to make the most 
money, will attempt to produce those goods. 

4. In deciding the things to be produced and the prices at which they are to be 
produced, the individual as a consumer exercises a control commensurate with the 
amount of income he realizes from the sale of productive resources over which he has 
control. 

During the short-run period, on the assumption that the supply of a 
product is fixed, the apportionment of supply is a direct result of the 
pricing mechanism. Under this condition, the price will be set sufficient¬ 
ly high to equalize demand with the supply. Thus, those consumers who 
value the utility of the product at a high rate, relative to other products, 
will offer the highest prices, particularly at the beginning of the con¬ 
sumption period. 

In an economy in which producers, in the technical sense, have be¬ 
come separated from consumers there appear the complex distributive 
mechanisms that have been described in the preceding chapters. In 
such an economy, the force of price acting through the market mechan¬ 
isms serves to effect a coordination of the activities of economic special¬ 
ists. It is in this sense that free enterprise is really a system of “volun¬ 
tary exchange distribution” working through price as the cohesive and 
directing force. To the extent that individuals acting as producers on 
the one hand, and consumers on the other participate, they do so by 
translating their basic actions finally into price-determining decisions. 
The resulting prices are the means whereby the coordination of econo¬ 
mic effort, as described above, is effected. 


1 See also Chap. XXIII. 
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LIMITATIONS OF A THEORY OF PURE COMPETITION 

These limitations arise from several sources and tend to make the 
theory of perfect competition only a broad conceptual base from which 
to develop particular theories that may have more value for explaining 
the narrower, but more realistic, aspects of economic operations. 1 

First must be noted the fact that the assumptions made with respect 
to perfect competition do not obtain in actual practice. The notion of 
price as an automatic regulator of the actions of buyer and seller in a 
market is subject to much qualification. Buyers and sellers may and 
do influence price rather than accept price as an established fact, in¬ 
stitutional controls interfere with the free action of the market, and 
buyers and sellers lack the perfect knowledge necessary to complete 
economical apportionment of resources and expenditure of income. 

The nature of consumed demand is very complex. Pecuniary de¬ 
mand, working through price alone, does not reflect the real importance 
of products in satisfying wants. The individual consumer’s demand may 
have been perverted by a seller’s fraudulent action or distorted by the 
seller’s use of promotional techniques. In any case, it cannot be assumed 
automatically that what an individual consumer wants is necessarily 
best either for him or for society as a whole. The problem is further 
complicated by the fact that in actual practice no single product can 
usually provide a complete kind of want satisfaction. Several kinds of 
goods may be used to satisfy a single class of wants, and the consumer 
may satisfy the same want in different ways at different times. More 
will be said about this in connection with the role of the consumer in 
controlling or coordinating the marketing structure. 

A further limitation of the theory of pure competition relates to the 
difficulty of defining the product, owing to the effects of product differ¬ 
entiation. Still other difficulties of determining costs for price-making 
purposes are present. 2 

Many of these criticisms center around the weaknesses of the free- 
enterprise system as a form of economic organization, as against some 

1 The term “limitations,” as used here, refers to the shortcomings of pure theory 
from the point of view of explaining price as a coordinating and controlling factor. 

2 These difficulties may arise: (1) from the fact that a significant part of the total 
costs may be common to the production of a number of products and may have to 
be allocated arbitrarily among them; (2) from the fact that common costs are incurred, 
firms usually establish minimum selling prices on an incremental cost basis, plus some 
share of the common costs; (3) and from the fact that a firm in determining its price 
policies must consider a number of factors not considered in economic theory. Then, 
too, there is always the fact that an individual firm may have considerable difficulty 
in determining exactly what its costs of producing a given product are. 
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form of “economic planning.” Those who support this view contend 

(1) that prices are fixed mainly by monopoly and not by competition; 

(2) that the division of economic power between groups on the basis of 
ownership of the means of production leads to the control of labor by 
property owners; (3) that the competitive system has given rise to many 
economic wastes, particularly in salesmanship and advertising; (4) that 
the mechanical weaknesses of the competitive regime have led to in¬ 
creasingly severe cycles of unemployment; and, finally, (5) that com¬ 
petition, depending as it does on the profit motive, is unethical. The 
fundamental jigsue resolves itself into this: “Since competition is still 
more important than any form of imperfect competition, shall any 
movement toward economic reform move in the direction of strength¬ 
ening the operation of the market mechanism, or rather in the direction 
of replacing the market mechanism by political planning of economic 
activities?” 1 

The Role of Price under Imperfect Competition 

The conditions of imperfect competition. The extent to which the 
conditions of pure competition fail to be realized has led increasingly to 
more emphasis in theoretical and “practical” discussions on the theory 
of imperfect competition. Under this theory, several stages of departure 
from perfect competition have been recognized: in fact, the current 
problem in imperfect competition is just how many individual devia¬ 
tions are significant for analysis, and just what basic assumptions are 
important for each deviation. 2 In other words, the economists have 

1 The reader is referred to the following as representing a good cross section of the 
current arguments on both sides. 

F. D. Graham, Social Goals and Economic Institutions (Princeton, N. J.: Prince¬ 
ton University Press, 1942). 

Fbiederich A. Hayek, The Road to Serfdom (Chicago: University of Chicago 
Press, 1944). 

Joseph A. Schumpeter, Capitalism , Socialism , and Democracy (New York: 
Harper & Brothers, 1942). 

Henry C. Simons, A Positive Program for Laissez Faire: Some Proposals for a Liberal 
Economic Policy (Chicago: University of Chicago Press, 1934). 

Barbara Wooton, Freedom under Planning (Chapel Hill: University of North 
Carolina Press, 1942). 

J. E. Meade, An Introduction to Economic Analysis and Policy , American ed., 
C. J. Hitch, ed. (New York: Oxford University Press, 1938). 

2 William H. Nicholls, Imperfect Competition within Agricultural Industries 
(Ames: The Iowa State College Press, 1941), Table 2, p. 14, contains one possible 
grouping. This table, however, is limited to market situations assuming the absence 
of sellers’ or buyers’ preferences. It is exactly the presence of these that increases the 
number of possible groupings. 
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been devoting more and more attention to significant deviations from 
pure competition, thus setting up a number of conditions under which 
sellers can influence the demand curves for their respective products. 
This type of theoretical analysis carries with it a shift in emphasis from 
all sellers engaged in producing a homogeneous product to a considera¬ 
tion of the effect of product differentiation by an individual seller on 
the determination of price. Under these assumptions, an “industry” 
consists of few sellers rather than the atomistic competition of many 
sellers, as assumed under perfect competition. 

Under imperfect competition each seller not only controls a signi¬ 
ficant proportion of the total output of a given product, but, by means 
of product differentiation, each seller attempts to induce buyers to 
pay more for his product than for any competitive product. Each 
seller, accordingly, attempts to stratify his market on the basis of 
geography, by changing the character of the product physically and 
by means of intangible qualities, and by product identification through 
branding and packaging. 

In order to understand more fully how conditions of imperfect com¬ 
petition affect the role of price, it is necessary to develop in more detail 
the characteristics of imperfect competition between sellers, and 
between buyers. 1 One of the fundamental factors underlying im¬ 
perfect competition between sellers—namely, restriction in the number 
of sellers, which permits each to influence the selling price of a 
product—has already been mentioned. A second factor, closely 
related to the first, is the extent to which technological improvement 
has caused large-scale producing units to increase in number. Rel¬ 
atively few producing units in certain industries account for a large 
percentage of the market supply of the product. The capacity of these 
units tends to be greater than the existing demand. Large size, in 
turn, frequently restricts freedom of entry of competitors, because of 
the amount of investment necessary. 

Three fundamental reasons for the existence of imperfect com¬ 
petition are (1) the lack of perfect knowledge of the market by the 
consumer, (2) product differentiation by sellers, and (3) variation in 
transportation costs to buyers. Assuming that the products of 
different producers are homogeneous, the informed buyer, under 
perfect competition, would patronize that firm offering the lowest 
price. Without full information, the buyer may be led to buy accord¬ 
ing to custom or convenience and thus pay a higher price. Buyers, 
being human, are subject to the arts of persuasion and thus may be 


1 Much of the following section is based on Meade, op. cit., Part II, Chaps. IV and V. 
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influenced in their purchases by product differentiation (real or 
imaginary) to pay a higher price than would be paid if they were 
motivated by price alone. In the chapter on Price Policies sufficient 
examples have been given of freight absorption as a means of price 
discrimination. 

Imperfect competition may also result from the large-scale organiza¬ 
tion of buyers, when these buyers are able to exercise such a power over 
demand as to influence price. Examples at the manufacturing level 
are to be found in the buying of tobacco by cigarette manufacturing 
companies and of livestock by large meat packers, and at the retail 
and wholesaEflevels by mail-order companies and chains. 

The nature of nonprice competition . It has been indicated that the 
existence of real or imaginary product differences underlies the 
existence of imperfect competition and gives rise to nonprice com¬ 
petition as one of its characteristic features. The theory of perfect 
competition reduces all competitive forces ultimately to price compe¬ 
tition, since it is assumed that, for any given market, products are 
perfectly homogeneous. Under imperfect competition, given the con¬ 
dition where each seller becomes so significant as to be able to influence 
the selling price of his product, it also becomes possible for him to 
differentiate his product from those of his competitors by means of 
changes in the real or imaginary characteristics of the product itself, 
or changes in the conditions surrounding the sale of the product. 

The first method of product differentiation, based upon changes in 
the character of the product itself, involves both technological and 
psychological approaches. To the extent that new patents and other 
production improvements change the physical nature of the product, 
each consumer has some basis for determining the nature of the change. 
In many cases, however, these types of change may be clouded by 
accompanying selling activities (principally by means of advertising), 
designed to emphasize peculiarities of a product's taste, color, odor, 
container, or quality, as identified by a trade-mark or a trade name. 
These forms of product differentiation are thus designed, either to 
increase the demand for a product or else to increase the inelasticity 
of its demand curve and thus make it less susceptible to price influences. 

Product differentiation by means of emphasis on conditions sur¬ 
rounding the sale of the product underlies all the variations in services 
performed by the various types of wholesale and retail middlemen, as 
well as entering into the various bases for making sales, which have 
been discussed in earlier chapters. The effect of services in a full¬ 
functioning retail store is to make the concept of a product in the mind 
of the consumer different from what it would be in a corporate chain 
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unit. The monopolistic effects of a given seller's location need to be 
considered here, particularly as they underlie the importance of a seller 
handling convenience goods. Of like significance is the presence of 
personal relationships between customers and store owner or salesmen 
in many retail stores, as compared with the relatively impersonal 
relationships found in corporate chain, supermarket, and mail-order 
units. Closely related are the influences of a store's appearance and 
reputation; these frequently have the effect of creating habitual 
patterns of patronage that are not much affected by price, particularly 
if the changes in price are not significantly large. 

The term “nonprice competition" is misleading, to the extent that 
it suggests the absence of price competition. Even under imperfect 
competition it must be remembered that all product and service 
differences must ultimately be reduced to price terms. More fre¬ 
quently than not, then, a person buying a product may measure many 
of the differentiating qualities in terms of the marketing outlays neces¬ 
sary to secure them. Besides, the increasing differentiation of 
products, while attempting to move consumer attention away from 
price, has made it possible for an increasing number of sellers to 
emphasize products having the same qualities at lower prices. This 
reaches its climax in price differentials for the same product (services 
excluded) between full-service and limited-function middlemen. At 
the same time, this emphasis on product differentiation undoubtedly 
has increased the importance of product substitution and accounts for 
the interest of many consumers in product advisory services. Many 
sellers are learning that the choice between price and nonprice com¬ 
petition is (1) not a choice between stable and unstable demand 
conditions, or (2) a situation in which marginal revenue considerations 
apply only to price competition. Sellers not only have to consider the 
cost-revenue relationships arising from nonprice competition, but they 
have to consider, as well, the additional problem of trying to evaluate 
the results of such expenditures, particularly for advertising. The in¬ 
creasing use of product differentiation as a basis for nonprice com¬ 
petition poses several questions, which are introduced here, but which 
will be dealt with in more detail in the discussion of the role of the 
consumer. 

Competition versus imperfect competition: the comparative position of 
price as a coordinating and controlling force . There is no question that 
the theory of imperfect competition, despite its many limitations, 
deals more realistically with fundamental conditions of pricing and 
product differentiation. Under pure competition the assumptions are 
such that price becomes the only significant guide by which each seller 
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determines how much he will sell. Under imperfect competition the 
sales of a particular seller depend not only on his price, but also on 
the nature of his product, as far as real or imaginary differences are 
concerned, and what he spends for selling activities. Under perfect 
competition more of a particular good will be produced and sold as 
long as the additional cost involved is lower than the price of the 
product. Consumers will maximize their satisfactions by making 
certain that the marginal utility obtained by the expenditure of a given 
additional amount of money is equalized among all alternatives. The 
price of every commodity produced will be equal to both its marginal 
and its avfl%ge cost of production. Under perfect competition, also, 
every firm will tend to be at its optimum size; t.e., output will be at 
the point where average costs of production are at a minimum. Thus 
the competitive economy, working through a system of free markets, 
is coordinated and controlled through price in such a way as to make 
market price the lowest available price. 

Imperfect competition emphasizes that, in order to maximize profits, 
a producer will produce and sell up to the point where his marginal cost 
is not greater than the marginal revenue realized. It is unlike perfect 
competition, in that marginal and average costs do not coincide, nor 
does a firm's average-cost position coincide with optimum size. Be¬ 
cause of these conditions, price discrimination exists between classes 
of consumers, so that those having the less elastic demand will pay 
higher prices relative to other consumers. These considerations make 
it necessary, then, to consider more formally the disadvantages of 
imperfect competition. 

1. Because of price discrimination and related considerations, factors of production 
will not be used to capacity to produce those products most desired by consumers. 

2. Related to the above, each factor will not automatically be used in such pro¬ 
portions in different industries such that it would be impossible to increase the output 
of one industry without reducing it for some other. 

3. All the individual firms producing a particular product will not be operating at 
optimum size; in some fields more efficient production could be obtained bv reducing 
the number of producing units. 

4. Under imperfect competition, the pricing system can no longer be the primary 
factor in determining whether or not a new firm should enter production in order 
either to produce a new product, or a new brand of an existing product. 1 

Summary . The system of prices operates as a coordinating and 
controlling device in a variety of complex market situations, varying 
from close approximations of “perfect competition" on the one hand 
to high degrees of monopoly on the other. The preceding discussion 

1 For a complete treatment of each of these four disadvantages, see Meade, 
op. cU .. Part II, Chap. VI. 
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has attempted to focus attention on an explanation of the role of price 
and how the recent emphasis in economic theory on imperfect com*- 
petition has led to more “realistic” presentations of actual market 
situations faced by sellers and buyers. At the same time, limitations 
of this approach must be kept in mind. The extent of monopoly is 
often overstated in many fields, and it must not be overlooked that 
many 'technological improvements, while they make large-scale firms 
possible, also bring into existence many more intricate patterns of 
interproduct competition. Much of so-called “nonprice” competition 
resolves itself ultimately into a question of price. 

The Role of the Consumer 

Review of the nature of consumer needs and desires. Much has been 
written about the position of the consumer as either the “king of the 
economic system” under perfect competition, or else as its pawn. The 
arguments pro and con rarely stop at merely economic judgments, but 
almost invariably enter the field of psychology, reaching finally the 
stage where the experts begin to argue questions of ethics, debating 
what they believe consumers ought to do. Writers on the subject 
attribute to human beings more rationality than they perhaps possess, 
or make arbitrary judgments about the value of emotional, as against 
rational, considerations without worrying about the diseconomies of 
attempting to achieve perfect objectivity. Finally, they attempt to 
make dogmatic decisions about “real” and “imaginary” differences 
between competing goods and services, usually leaving the impression 
that such differences can be determined in every instance and that 
objective differences are preferable always to subjective differences. 
Basic to an understanding of the difficulties in this field is the extent 
to which the discussion involves questions of the meaning of “freedom” 
from an economic point of view, and the efficacy of economic planning. 
With the discussion confined to the realm of economics, a brief review 
of the nature of consumers 7 needs and desires appears to be warranted 
(see Chaps. VII and XXIII). 

Two distinctions must be kept in mind throughout this review of 
the fundamental nature of consumers 7 needs and desires, particularly 
as these affect the marketing structure. The first pertains to the 
whole process by which each individual consumer makes up his or her 
mind what to purchase at any given time with a specified amount of 
money. The second consideration deals with each consumer^ set of 
attitudes toward the economic system and the individual economic 
units concerned. 
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The buying motives of consumers are by no means so well known 
that agreement can be had as to what they are, or how they are de¬ 
termined, or what is their relative order of importance. Complete 
knowledge would require the application of principles of anthropology, 
biology, psychology, sociology, and economics. For the purposes of 
this discussion the following generalizations may be risked. 

1. Individuals, as consumers, do select products and services on both rational 
and emotional grounds. 

2. The relative intensity of the rational or the emotional motives varies from indi¬ 
vidual to individual, although there are broad similarities applicable to all. 

3. IndivicWWs, as consumers, in exercising both rational and emotional choices 
in buying do so in terms of allocating purchasing power between classes of goods and 
services; and by deciding which of several makes of a given product to purchase 
from within a particular classification of goods—piano, automobile, orange marma¬ 
lade. 

4. From an economic point of view, consumers’ demands must be considered in 
terms of utility in relation to price as they affect alternative methods of expenditure. 

All the drives that psychology considers in explaining consumption 
habits are based on considerations that are hard to measure eco¬ 
nomically. Whether the particular psychologist emphasizes hunger, 
love, sex, play, etc., as the primary motive; or self-preservation, 
romance, personal display; or motives of pride, ambition, emulation, 
innovation, the fact remains that whatever their intensity or order of 
importance, they are significant in explaining each person’s so-called 
“emotional” buying habits. On the other hand, each consumer may 
choose to balance these with so-called “rational” considerations of 
price, or attempt to measure quality and dependability and engage 
in formal budgeting of purchases. 

The economist takes each consumer and the nature of his wants as 
they are. Perfect competition emphasizes the rationality of the 
“economic man” in terms of his knowledge of the market situation and 
the importance of price considerations in allocating his income. Given 
this knowledge, economics assumes that each individual will translate 
it into purchasing action which, for each one, will be correct. 

With respect to attitudes, the consumer is concerned with the form 
of economic organization, whether competition is good or bad, whether 
prices in general are high or low. Consumers may have strong feelings 
about the services that they want, about the desirability of each type 
of marketing unit, about advertising, etc. Each consumer merges all 
these considerations into particular judgments about where to buy. 

The functions of the consumer in coordinating and controlling the 
marketing structure. The role of the consumer in this connection will 
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be restricted to his role under economic conditions rather than as a 
political or sociological unit. 1 Sufficient discussion about the role of 
price under perfect and imperfect competition has been presented to 
give some idea of the basic mechanism through which individuals, as 
producers receive purchasing power, which as consumers they spend 
for particular products, casting “votes at the ballot box of the market 
place.” The economics of perfect competition sets forth the im¬ 
portance of consumers 5 expenditures as a result of price comparisons 
in determining what is to be produced and by whom. The decisions of 
individuals as consumers makes it necessary for individuals as pro¬ 
ducers to anticipate as accurately as possible how consumers will react 
in a technological situation where production must take place in 
anticipation of demand by consumers who are not known to producers. 
Imperfect competition makes it much more difficult to gauge the 
effects of price changes and does not permit consumers, in their reac¬ 
tions to price, to aid in properly allocating resources. 

Much of the criticism of selling wastes and duplication of effort under 
imperfect competition raises questions that cannot be easily answered. 
There is no hard and fast line between what constitutes physical as 
against subjective improvement in product, since mental reactions 
often neutralize physical considerations. The economist allows each 
buyer to be the final judge of the satisfaction values afforded by his 
consumption of selected goods and services. In the absence of any 
alternative system, anything that causes each buyer to believe that 
he secures more satisfaction from one product in comparison with 
other products, constitutes a product improvement from the economic 
point of view. In this connection, competitive advertising between 
sellers must be viewed as having a legitimate place, as long as it stops 
short of fraud. The wastes of advertising are not wastes of com¬ 
petition, but rather a measure of the operation of imperfect competi¬ 
tion. Imperfect, and not perfect, competition leads to the drive for 
product differentiation. 

1 This limitation, in itself, raises questions as to the extent to which an over-all 
theoretical treatment of “social action” can be formulated. In this connection, see 
particularly the following: Talcott Parsons, “The Motivation of Economic Ac¬ 
tivities,” Canadian Journal of Economics and Political Science , May, 1940, pp. 
187-202; Frank H. Knight, “Professor Parsons on Economic Motivation,” Canadian 
Journal of Economics and Political Science , August, 1940, pp. 460-465; and Talcott 
Parsons, “Reply to Professor Knight,” Canadian Journal of Economics and Political 
Science , August, 1940, pp. 466-472; also, The Structure of Social Action (New York: 
McGraw-Hill Book Company, Inc., 1937). 
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Alternatives to economic methods of determining what shall be 
produced, at what time, in what place, at what price, and in what 
amounts raise questions of the consumer's freedom of choice. Eco¬ 
nomic theory, heretofore, has been concerned with the question of 
using resources to produce goods and services so as to yield the largest 
profit. The theory of perfect competition still represents the best 
analytical statement of the conditions under which this procedure will 
achieve this objective. 

Consumers and the problem of freedom of choice . To justify the 
acceptance of a planned economy, it must be demonstrated that the 
three fundamental freedoms that consumers enjoy under the present 
economic system will be better protected under economic planning. 1 
The first freedom—that of freedom to spend as each person desires—is 
a fundamental assumption of perfect competition. It means for each 
consumer the freedom, within the limits of his purchasing power, of 
getting what he wants when he wants it, in the proper quality and 
quantity, at the place he wants it, and for a price he is willing to pay. 
Under perfect competition, and to a lesser degree under imperfect 
competition, this right is exercised through the market system. Given 
the freedom of each consumer to exercise a maximum amount of 
freedom of choice, the problems concerning economic planning as an 
alternative to a free market system are these: 

1. Can anyone but the individual consumer judge what product or service he should 
prefer? 

2. Can anyone other than the individual consumer decide what he or she ought to 
prefer best in a product? 

3. Can there ever be an “impartial” source of information about products, par¬ 
ticularly those whose qualities are subjective? 

4. Can there be any place for innovation under economic planning? 

5. What deficiencies of “human nature” can economic planning overcome? 

6. What standards of more socially desirable action can be set up under economic 
planning? 

Despite all the reasons that lie back of the rise of consumer economics 
and the consumer movement, it is not at all clear that human beings 
acting under government auspices are likely to make better judgments 
about cost-price relationships and the alternative uses of resources than 
when acting as individual human beings. One must assume of course, 
that one over-all objective of the economy is to provide each individual 
consumer with as many alternatives for spending his money as he 
desires. There are certain improvements that can and should be 

1 For a full discussion of each, see Wooton, op. cit. t Chaps. II-V. 
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made, but these do not make planning necessary, either in the sense of 
the establishment of economic priorities by some public authority or 
by some more complete form of control. 

A second consumer freedom arises from the exercise of his first 
freedom. Because of freedom to spend his income as he pleases, each 
consumer does share with his fellows control over the pattern of 
production. The restrictions on the actuality of perfect competition 
do, of course, make the concept of consumer sovereignty invalid, to 
the extent that what people actually buy differs from what they want. 
Similarly, all sorts of conditions make it difficult for producers to know 
their costs and to determine what it is profitable to produce. The 
problem thus becomes one of determining what course of action is 
proportionately better, not what is perfect. If, however, individuals 
as consumers do not buy what they want or do not know what they 
want, how can a planning group make such decisions more accurately? 
If individuals as entrepreneurs cannot know actual costs and the 
existence of more profitable alternatives, how can these persons (or 
others) acting as planners arrive at better decisions while still protect¬ 
ing the freedom of the consumers? It is a philosophical question 
whether individuals not knowing their role as coordinators and con¬ 
trollers of production would miss such a role if it were removed under 
economic planning. 

The final freedom is that of each consumer’s freedom of choice to 
spend his money immediately, or to save it by accumulating it in 
banks or in some other form. It is the irregularity with which such 
savings are spent in the future that causes much of the cylical un¬ 
certainty of the economic system. Accordingly, there is a definite role 
here for organized action on the part of government. But this can 
take the form of estimating employment and production for stated 
periods and making certain that public outlays compensate for any 
private deficiencies in the amount and rate of spending. Such action 
toward securing the proper timing of consumption and investment 
expenditures can be taken, however, without over-all economic 
planning. 

Much of what has been said about the freedom of consumers im¬ 
pinges directly upon related questions of the role of individuals in their 
capacities as producers, to be discussed in the next chapter. While the 
tendency of present-day society is to lean more and more to economic 
planning, it is not at all certain that the emphasis on security and 
absence of risk is the most desirable social policy. One can agree with 
the objective of eliminating the evil effects of the business cycle and 
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unemployment without agreeing that planning is beneficial if the result 
is to reduce differences in income between individuals as a basis for 
economic innovation and improvements in production, or to restrict 
the choice of economic alternatives open to consumers and producers. 
It is doubtful, further, that there exists enough uniformity of interest 
among all individuals as consumers to justify uniform economic 
planning for the group as a whole. In the final analysis, the basic 
question must be answered as to whether (1) individuals will best 
achieve results if given a guaranteed income or a variable income based 
upon performance, and (2) whether individuals will be happier and 
better off if^ome group consciously plans what and how much each 
will be allowed to purchase. Planning is undoubtedly efficient, but 
efficiency is not necessarily conducive to democracy and freedom. 

QUESTIONS 

1. What relationship exists between the nature of perfect competition and the 
subject matter of this chapter? 

2. What is meant by the terms “coordination" and “control" in analyzing the 
marketing structure? 

3. How does the free-enterprise system operate in terms of using prices as a co¬ 
ordinating and controlling device? 

4. How realistic are the assumptions of pure competition in explaining the role 
of prices from the viewpoint of this chapter? 

5. How do the conditions of imperfect competition overcome the lack of reality 
found in the assumptions of perfect competition? 

6. What forms does imperfect competition take in determining prices that act as 
a coordinating and controlling influence? 

7. Summarize the comparative positions occupied by price as a coordinating and 
controlling influence under perfect and imperfect competition. 

8. To what extent is the consumer the kingpin of the economic mechanism? To 
what extent is he the pawn? 

9. What is meant by the phrase “casting votes at the ballot box of the market 
place"? 

10. How does the complex nature of consumer wants and desires affect the coordi¬ 
nation and control of the marketing structure? 

11. What are the fundamental freedoms of consumers in connection with economic 
processes? 

12. To what extent can “consumer education" increase the objectivity and effi¬ 
ciency of consumers in coordinating and controlling? 

13. Why is so much importance attached to the provision of a maximum number of 
alternatives for the consumer under the modern marketing structure? 

14. How would the fundamental freedoms of consumers be affected by economic 
planning in the sense of the establishment of economic priorities by the government? 

15. To what extent would a more equal division of national income between con¬ 
sumers increase their efficiency and objectivity in coordinating and controlling the 
marketing structure? 
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CHAPTER XXVII 


THE ROLE OF MANAGEMENT 

The second force that exercises a coordinating and controlling power 
over the marketing structure is management in its role as maker of 
decisions. The type of management here referred to consists of 
executive leadership, known variously as the “executive,” “top 
executive,” “executive official,” “top management,” or by any 
synonym of these terms. The discussion centers about the nature of 
business decisions as #uch, the influence of type of business and level 
of operation on business decisions, and the scope of decisions dealing 
with the marketing structure. No attempt is made to give answers 
to the kinds of problems with which management is confronted, rather 
the whole emphasis will be directed toward an explanation of how 
coordination and control are secured, and the nature of the problems 
that must be dealt with in achieving this objective. What should be 
the solutions to the problems of management is the proper province 
of an advanced course in marketing, with a management approach. 

General Nature of Business Decisions 

Fundamental concepts. Any form of decision making has reference 
to the act of arriving at a considered result, opinion, or course of action. 
In the process of arriving at a decision, then, any person, regardless of 
his organizational affiliation, usually goes through some or all of the 
steps involved in problem solving. He may use scientific methods in 
reaching a solution, or he may, because of the very nature of the 
circumstances, have to rely entirely upon experience or “hunch.” In 
any case, he will not avoid exercising that rare quality known as 
“judgment.” The decision-making process deals with the means to 
be used in accomplishing ends. The means selected may be the result 
of exercise of deliberation, logical analysis, etc., or may follow the 
“rule of thumb,” relying on defective data and defective reasoning. 
Likewise, the ends may be selected as the result of more or less logical 
processes, or they may be “imposed” by the social environment. 

Executives, in arriving at business decisions, operate in an environ¬ 
ment that emphasizes the primary objective of making money, 
although this is related to social objectives. Unlike the great mul- 
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titude of decisions made by individuals, as individuals, the business 
executive must make his decisions from day to day in an institutional 
environment which exercises great influence on the means and the 
ends to be dealt with. Fundamentally, the process of making de¬ 
cisions involves consideration of men and things, with much more 
emphasis placed at the highest levels of executive leadership on men 
than on things. The essential characteristics of an executive, it has 
been pointed out, consist of an ability to select men on the basis of 
their capacity to deal with problems, and the ability to inspire such 
men as are selected to high levels of efficiency in selecting their re¬ 
spective subordinates and in dealing with things . 1 Stated in different 
terms, the executive must plan an organization, establish its functions, 
select men for the key functions, and determine the value of each 
person to the organization. These key men, in turn, select sub¬ 
ordinates who will make less important decisions about persons and 
things. 

Basically, “the things other than men” that a business executive 
has to decide are the formulation of policies, or broad plans of action; 
the securing and maintaining of the physical facilities needed for the 
business; and the establishment and administration of techniques, 
procedures, and routines necessary to the operating of the business and 
to the control and evaluation of such operations. These “things,” as 
problems, can be solved successfully only in so far as the executives 
pick subordinates who either know the answers themselves or can find 
them out. 

The functions of executive leaders in making business decisions 
involves, then, the successive steps of planning, organizing, and con¬ 
trolling the use of factors of production in the optimum fashion for 
making money within the existing framework of economic society. 
Planning involves either the use of creative or routine thinking in 
determining what needs to be done, how and where it should be done, 
and who shall be held responsible for performance. Organizing in¬ 
volves the creating and maintaining of the necessary relationships of 
human beings within the framework of a business so that planning can 
be most effectively and economically translated into accomplishment. 
Control operations consist, in the main, of relating performance to 
plans in order to secure the highest degree of accuracy and coordination 
of performance in making money, and in order to determine what 
obstacles exist to such achievement. 

1 Frank H. Knight, Risk, Uncertainty, and Profit (Boston: Houghton Mifflin 
Company, 1921), p. 308. 
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Thus an executive brings to a given business situation the ability 
to establish a means of communication between persons dealing with 
problems. It is through a system of communication that basic policies 
are translated into working orders, which, in turn, are executed and 
the results evaluated. The executive leader must, in the main, 
formulate judgments about those problems that can never be ac¬ 
curately classified to permit of routine solution. These are the prob¬ 
lems about which there is the greatest degree of uncertainty. This 
decision-making function differs in degree only from the less important 
function of <Jg|ding with operational details of problems that have to 
be solved by subordinate executives. 

Business decisions and the freedom of producers . The ultimate goal 
of business to providejor consumer wants and needs within the limits 
of consumer incomes depends to a considerable extent on the reac¬ 
tions of individuals (consumers) who are not controlled by any par¬ 
ticular business. Business executives are free, however, within the 
present framework of perfect and imperfect competition, to act certain 
ways, based upon their reactions to the votes of each consumer at the 
ballot box of the market place. The general nature of these reactions 
under the price system has been discussed in preceding chapters. 
This chapter deals with problems of business decision under the funda¬ 
mental freedoms enjoyed by producers. 

The decision-making activities of executives ultimately reduce to 
three types of probability situations: 1 (1) Certain situations are so 
nearly identical with previous experiences as to create a homogeneous 
class of a priori probabilities, which, in turn, makes it possible to form 
inductions based on experience, that have a high degree of validity. 
(2) A second set of situations reduces to statistical probabilities such 
that quantitative relationships may be established. (3) The most 
important kind of probability for purposes of business decision con¬ 
sists of estimates based upon the mental capacity of the individual to 
form more or less intelligent judgments and to estimate their value in 
the absence of any valid basis for classifying the facts on the basis of 
past experience. 

Confronted with these types of probability situations, the individual 
as a manager exercises his freedom (if he acts as a decision-making 
executive) to purchase factors of production in order to go into business 
on his own account, to produce and sell what he thinks will yield him the 
greatest returns on his investment. This does not constitute an 

l JWd., Chap. VII. 
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absolute freedom, since technological and legal factors may restrict 
investment opportunities, and since other legal requirements and the 
existence of legal and quasi-legal monopolies may introduce additional 
barriers to freedom of entry into the particular business field selected. 
But within these kinds of restrictions, an individual (or group of 
individuals) makes a series of decisions about where to invest his 
resources, basing his decisions upon expectations of monetary returrfs. 
This involves an evaluation of the competitive status of the business 
and its anticipated future, and thus brings into the decision-making 
process all three types of probability situations. 

Once having decided in what field to invest his resources, the in¬ 
dividual must arrive at basic decisions as to where to locate, what 
types of physical facilities will be needed, and how to organize his 
factors from both a technological and management point of view. He 
is now in a position to establish his fundamental business policies within 
which each individual subordinate is expected to operate. Once hav¬ 
ing started operations, he then begins to accumulate a body of ex¬ 
perience, which has to be evaluated in order further to control and 
direct the course of the business. 

It is this process of decision making working through a price 
mechanism in a system of free markets that furnishes direction to the 
economic system as discussed in preceding chapters. Whether or not 
this system of determining the means and ends of economic activity 
abstracts too much from the entire framework of society under modern 
conditions of centralization constitutes the principal ground of argu¬ 
ment in questions of central economic planning. The final answer 
cannot be discussed here in terms of the pros and cons, but it is 
sufficient to note at this point that, under central economic planning, 
or under alternative forms of economic operation, the basic problem 
consists in having to make decisions about problems on the basis of 
judgments that do not have behind them exact knowledge in terms of 
probabilities. 

Relation of Type of Business and Level of Operation to 
Management Decisions Affecting the Marketing Structure 

The general nature of business decisions having been defined, it 
is now necessary to see what particular kinds of decisions need to be 
made about the marketing structure and how, in the process of reaching 
decisions, the exercise of a coordinating and controlling force results. 
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Before this can be done, one intermediate step needs to be taken—to 
point out how the form of business organization affects the decision¬ 
making process and how the position of the business as producer, 
middleman (at the wholesale level), or retailer affects the process in 
terms of the kinds of problems that must be solved. Both the form 
of business organization and the level of business operation reflect 
institutional considerations that cannot be ignored. These represent 
legal considerations, government policy, the effects of traditional 
business practice in the respective fields, and the interaction of the 
decisions taken by businessmen on their respective positions. 

Effects of type of organization . Organizational patterns that have an 
effect on business decisions consist of the external legal form of the 
business unit and the internal forms for management purposes. Legal 
forms of the business unit reflect to some extent technological con¬ 
siderations on the side of facilitating the raising of capital, but they are 
in the main hinged to questions of continuity of business, responsibility 
for management decisions, and the rights of various classes of security 
owners. The legal form only indirectly affects the question of how 
the activities of each business are subdivided along functional lines 
and who in the organization is given the responsibility for making the 
executive and the operational decisions. It is important to note, 
however, that the growth of large-scale business organizations with 
increased concentration of management control was facilitated by the 
development of the corporate form. It has been through the use of 
this form that ownership has been largely divorced from management 
and the power of decision left in the hands of a professional manage¬ 
ment group. 

The form of internal managerial organization significantly reflects 
two sets of forces bearing upon business decisions. (1) It indicates 
how many strata of decision-making executives are needed, considering 
the technological and geographical complexities underlying the firm’s 
operations. (2) It reveals how much functional specialization is 
necessary in the decision-making process and how coordination and 
control are secured in the more complex situations. The organization 
pattern illustrates, also, the limitations on decision making of the 
prejudices and desires of the authorities in charge. 

The decision-making executive may be the independent proprietor 
of a retail store, who is the only active employee (excluding his wife 
and children), or he may be a major executive in the complex organiza¬ 
tion of an economic empire, such as the General Motors Corporation, 
with a hierarchy of officials dealing with sales problems, production 
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problems, etc., besides a special group occupied in coordinating and 
controlling their efforts. If the firm sells in both domestic and foreign 
markets, this fact alone may complicate the functional division and 
the assignment of responsibilities. Again, the presence of vertical or 
horizontal integration may lead to complexities in the problems to be 
solved and the assignment of responsibilities, depending on the degree 
of independence (organizationally) of each integrated unit. 

Two illustrations will suffice to show the relationship of internal 
organization to the assignment of problems related to the marketing 
structure. One deals with differences in the conception of the func¬ 
tions of a sales department. In some companies sales departments 
may be given control over all advertising, while in other firms parallel 
departments may be created. Control over credits by the sales depart¬ 
ment may vary from absolute control to no control at all. In some 
firms, the sales department may have no voice in what the pro¬ 
duction department chooses to produce, while in other cases, the 
production department may produce only what the sales depart¬ 
ment orders. In other situations functional committees secure the 
necessary balance between production-department and sales-depart- 
ment interests. Similar differences may exist in the handling of orders 
and the shipment of goods. These differences result, in turn, in 
different concepts of the chief sales executive as a planning official, an 
operating official, or a combination of both. 

The particular choice of any combination of these variables in any 
particular organizational situation depends on several factors. Certain 
conditions that are of fundamental importance are set up by the 
nature and size of the business firm itself. Of great importance, also, 
is the absence or presence of personality conflicts between the execu¬ 
tives heading up each functional division. The nature of the con¬ 
sumers purchasing the product and the marketing policies adopted by 
the concern will carry considerable weight. Finally, the financial 
condition of the enterprise will affect the degree of organizational com¬ 
plexity and the number of policy-making executives that can be 
supported. 

The second illustration has to do with the formulation of pricing 
decisions in the typical large-scale organization. Regardless of what 
the decision may be about the prices to be charged, the top officials 
have to base their decisions upon a number of different, and often 
conflicting, opinions of the second-line executives in charge of the 
various functional divisions. The problem of making the decision 
thus bears out the statement previously made about the importance 
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to the .top executive of selecting the “right” subordinates and of 
balancing personalities in the organizational structure. What are 
some of these diverse and, at times, conflicting interests? 

From the sales department itself may come pressures of various 
kinds in terms of policy considerations. Executives in this department 
may emphasize the need for a “family” of products, in order to utilize 
more effectively the salesmen and the advertising used, or in order to 
stratify markets on the basis of price-income relationships. Then, 
too, they may emphasize the need for lower prices as a stimulus to 
sales or, on tly^contrary, the need for more nonprice considerations, in 
order to stabilize the company’s revenue position. Their decisions 
concerning choice of channels of distribution have a direct bearing 
upon prices and terms of sale. From an analysis of past sales ex¬ 
perience may come positive recommendations for product improve¬ 
ments of many types and for changes in product packaging and 
identification. 

Similarly, other departments directly and indirectly affect price 
decisions. The credit department, particularly if it is a part of the 
sales division, may place considerable emphasis on the desirability of 
favorable discounts and credit terms. The manufacturing department 
may point out the effect of quantity production on costs or call 
attention to the technical problems inherent in producing the kinds and 
quantities of products desired by the sales department and to problems 
of timing in relation to all these considerations. The comptroller 
emphasizes the need for maintaining profit margins and the effect of 
too liberal discounts and terms of sale on the company’s over-all finan¬ 
cial position. The personnel department may introduce difficulties of 
recruiting the numbers and kinds of workers needed within the cost 
limitations set down in operating budgets. The research department 
may raise questions of the competitive advisability of certain projected 
pricing decisions based on analyses of available data. Finally, after 
the top executives have made their over-all decisions pertaining to pric¬ 
ing matters, the legal department may raise objections in terms of 
present legal regulations and government policies. In the meantime, 
competitors may have taken a number of steps that might force a 
reconsideration of the whole pricing problem. 

The effects of type of business . The kind and complexity of the de¬ 
cisions that have to be made by executives about marketiAg policies 
and practices are affected by the kind and level of the business opera¬ 
tion, as well as by the nature of its internal organization. On the one 
hand, a firm engaged in manufacturing operations has a whole horde 
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of marketing considerations with a different emphasis from that of 
wholesale and retail middlemen. The type of product has a bearing on 
the degree of competition involved, the channels of distribution to be 
used, the average size of the business unit, and similar considerations. 
The average volume of business has an effect upon the size of the enter¬ 
prise and this, in turn, influences the question who will make the busi¬ 
ness decisions. Size also determines, in part, the extent to which inte¬ 
grated (as against nonintegrated) marketing operations will prevail. 

The size of the business firm is reflected in the diversity of the firm’s 
activities in terms of number and qualities of products and in terms of 
the geographical extent of the domestic market and that in foreign 
lands. Besides, it leads ultimately to attempts consciously to control 
the market for the firm’s output, rather than to follow the lead of 
competitors. 

The nature of the business brings into play a whole horde of institu¬ 
tional factors, which may or may not lead to rigidities in marketing 
operations. The business may be invested with a special public interest 
that may make it subject to special regulations affecting what may be 
produced, as in the case of businesses affected by the food, drug, and 
cosmetics acts. The inherent nature of the product sold may commit a 
business firm to traditional channels of distribution, prices and terms 
of sale, and patterns of cooperative action in trade associations and 
similar organizations. Or the inherent nature of the business may dic¬ 
tate a scale of operation that restricts the number of competitors and 
the exercise of any considerable freedom by them over matters of price. 

The physical nature of the product and the uses to which it is put 
have repercussions on management. Perishability, whether it is due to 
inherent physical qualities or to style, directly affects channels of dis¬ 
tribution, price, and methods of sales promotion, as well as the physical 
facilities needed. The use of a product as a business or a producer’s 
good, as distinguished from its use as the consumer’s good, emphasizes 
points of difference in buying motives, sales promotion, directness of 
channels of distribution, pricing, the existence of imperfect competition, 
and the relative elasticity or inelasticity of the product’s demand curve. 

Management and The Marketing Structure 

The preceding discussion has pointed out the basic nature of business 
decisions, the variables that have a general effect upon business deci¬ 
sions, and the variables that affect business decisions as they relate to 
marketing problems. In this section, two other aspects of the topic will 
be discussed: (1) the scope of management decisions as they pertain to 
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the marketing structure, and (2) the effectiveness of the decision-mak¬ 
ing process in coordinating and controlling the marketing structure. 
With respect to the first topic, the discussion will deal mainly with 
five questions: (1) What is to be sold? (2) How much of the product 
can be sold? (3) How shall the product be sold? (4) At what price and 
terms of sale shall the products be sold? and (5) What planning and 
control are needed? 

While the discussion that follows will not point out all the variables 
arising out of the nature of the product, an attempt will be made to 
show the diffidences that exist between business firms engaged in manu¬ 
facturing activities and those acting as either wholesale or retail mid¬ 
dlemen agencies. It must be emphasized, once again, that this discus¬ 
sion is not concerned with giving answers to the various types of prob¬ 
lems so much as it is with pointing out what the problems are and what 
methods may be used in their solution. We begin with the scope of 
management decisions affecting the marketing structure. 

What is to be sold ? The problem of what to sell has considerable 
difference in emphasis when it is viewed from the point of view of the 
producer, as against the point of view of the middleman. To begin with, 
the producer may or may not decide to do his own selling and this, de¬ 
pending on his decision, will affect the amount of time that he can de¬ 
vote to the problem, because the problem then is restated and becomes 
“What should be produced?” Assuming that the producer decides to 
have a sales department, two types of situation arise. 

The producer may be entering the product field for the first time. 
Accordingly, he must weigh the alternative investment returns to be 
expected from his expenditure of capital resources. This can be done by 
working out his own analysis or by hiring a corps of management engi¬ 
neers or by using a combination of both. Ultimately, however, he makes 
a decision to enter the food field or the women’s dress field. This, in it¬ 
self, is only the beginning of a solution of what to produce and to sell. 
The next step is to determine what kinds of food products or women’s 
dresses he will produce. In arriving at a solution, the executive may use 
a combination of objective market research and judgment, keeping in 
mind his economic resources, or he may base his decision upon mere 
“hunches,” which may or may not have an informed basis. If he uses 
the more scientific approach, he can hire experts to carry on a question¬ 
naire study concerning what kinds of canned peas, or what style of 
dresses consumers desire, or to make analyses of products already in 
use. He may, scientifically or not, arrive at a certain price and then give 
his whole attention to the manufacture of a product at that price. 
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Depending, then, on the final decision as to what particular product 
to produce, the executive has to answer several other questions. A prob¬ 
lem may arise as to what shall be the style or design.policy, whether to 
be a style leader or to follow more conservative practices. The question 
of the use of brands and trade-marks has to be answered in terms of 
their effect on advertising, price, and consumer acceptability of the 
product. Should the product be given any guarantee and, if so, on what 
basis? If the product is of a mechanical nature, should the company 
service it directly through a subsidiary in order to give a better quality 
of service, as well as to yield revenue in the sale of repair parts? Or will 
the lack of financial resources make it more economical to have con¬ 
tractual arrangements with a service company? Further research may 
be necessary to determine the kind of container (if any) to be used, 
with a view to protecting the product during shipment, to facilitate 
display in retail stores, and to assure convenience in use by consumers. 
The basic consideration remains as to what action with respect to these 
different problems will mean in terms of the price that will have to be 
charged. 

The second situation relates to a producer already functioning as a 
going business concern. Under this situation the manager has several 
alternatives with respect to product. He can add new products related 
to his present product, or improve his present product; or he can add 
new products that are unrelated to his present product; or, conversely, 
he can reduce the number of products through simplication and stand¬ 
ardization. In arriving at his decision, he must deal with all the prob¬ 
lems that face the new producer. The addition of new products of a re¬ 
lated nature, or the improvement of existing products, may be designed 
to meet intensified competition or more fully to utilize existing produc¬ 
tive facilities in order to reduce seasonal or other types of fluctuations. 
Adding products to the line may be designed to make fuller use of the 
sales organization, to stratify the market in order to avoid price compe¬ 
tition on the principal products, or to be used as a device of marketing 
strategy to force the distribution of selected products. 

On the other hand, the addition of new and unrelated products has 
the effect of placing most producers in new lines of business, regardless 
of the reasons for adding them. This can, and usually does, create diffi¬ 
cult problems of production, marketing, and personnel, as well as prob¬ 
lems of financial resources. Most important, the adoption of such a 
policy may lead to an entirely new set of variables to be considered by 
the executives in making correct judgments. Ultimately, the executive 
must decide what new costs are incurred by diversification, what the 
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effects may be on present sales, and what income may be expected in 
relation to the additional costs. The most spectacular examples of 
product diversification are to be found in such economic giants as 
General Electric, General Motors, Du Pont, Radio Corporation of 
America, and Westinghouse Electric. 

The techniques of simplification and standardization work in a quite 
different way in helping the manager to decide what to sell. While they 
are especially applicable to the industrial-goods field, they are success¬ 
ful, also, for consumers’ goods, provided that the policy is based upon 
products thaj^jn themselves are not obsolete. The policy is feasible when 
production can be regularized so as to use facilities economically; when 
its use leads to more efficient marketing by permitting salesmen to con¬ 
centrate on a more stabilized output; when it leads to economies in 
servicing, particularly if the product is a business good used in mass 
production; and when it facilitates a more stabilized price structure. 
The fundamental relation of standardized raw materials and productive 
facilities to large-scale repetitive production of both producers’ and 
consumers’ goods need not be discussed in detail at this point. 

From the point of view of the wholesale and retail middleman, the 
problem of what to sell takes on additional aspects. Depending on the 
product, each middleman may or may not have considerable freedom 
of choice as to what he is given to sell. These restrictions may apply 
either to ability to obtain the product for sale or to freedom in deter¬ 
mining at what price the product should be sold. Frequently the mid¬ 
dleman’s decision as to method of operation will influence the producer’s 
decision. In addition, limitations of storage space and the more numer¬ 
ous competitive units compel careful analysis of what to stock, particu¬ 
larly since a smaller size financially may make it impossible for the 
middleman to do any kind of research into what should be carried in 
stock. This same limitation on financial strength affects, also, the 
amount of inventory that can be carried, as well as the scale of either 
wholesale or retail operations in the absence of direct or indirect finan¬ 
cial aid from producers. 

In many cases the retailer exercises considerable control over what 
is to be sold. If goods are made to order, he of course assumes complete 
control. Through integration he may achieve the same degree of control, 
even if the product is not produced to order; and in highly competitive 
fields, even in the absence of integrated control, the retailer may decide 
what kind of product or products to sell and then so direct the market¬ 
ing structure as to be able to obtain exactly the kinds desired. This 
control may extend to matters of price and terms of sale, especially if 
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the retailer purchases significant proportions of a given producer’s 
output. 

How much can be soldf This problem raises questions of research, 
since it involves questions of operating, of price, and of the actions of 
competitors. Research can be directed toward estimating the volume of 
sales to be expected and the reactions of consumers to price changes, 
with or without correction for the action of competitors. Such research, 
employing the advanced techniques of statistics and applying knowl¬ 
edge from economics, psychology, and related fields, uses both internal 
and external data and may be carried on by personnel within the busi¬ 
ness firm or from outside. The results ultimately must reflect them¬ 
selves in whatever kind of budgetary planning is practiced by the 
business firm. 

The estimated volume of sales raises serious internal problems for a 
firm, regardless of whether it is engaged in manufacturing and selling, 
or only in wholesale or retail distribution. If the firm is engaged in pro¬ 
duction, estimates of sales volume must be related to direct production 
capacity and costs, to questions of overhead expense, to physical facili¬ 
ties, to the adequacy of the sales organization and sales expenditures, 
and to adequacy of personnel in terms of numbers and capabilities. On 
the other hand, if the firm is engaged in wholesale or retail distribution, 
estimates of sales must emphasize such cost-revenue relationships as 
are pertinent. Consideration must be given to the physical facilities 
needed, the adequacy of personnel, and the expenditures necessary for 
sales promotion. 

In the discussion of this problem, it is not assumed that all firms at¬ 
tempt to estimate sales volume or even do an accurate job of determin¬ 
ing what their sales volume has been during a given operating period. 
In increasing numbers, however, firms are doing such estimating, and 
progressively better research methods are being developed. Progressive 
management is not content merely to forecast sales volume, but at¬ 
tempts as well to relate actual realizations to volumes that have been 
forecast, and to explain reasons for the deviations. Management may 
go one step further and develop plans for correcting situations analyzed 
as “bad.” 

How shall the 'product be soldt Probably at this point the decisions 
of the business manager do more to coordinate and control the market¬ 
ing structure than they do at any other. This problem for the producer, 
may be resolved into several sub-problems. It involves the necessity of 
organizing a sales department, of establishing methods of sales promo¬ 
tion, and of selecting channels of distribution. Not all producers have 
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need of a formal sales organization, although increasingly attempts are 
made to control the entire distribution of output and this leads to the 
use of a sales organization, regardless of other marketing-channel ar¬ 
rangements. In the setting up of an internal sales department, the fol¬ 
lowing problems have to be dealt with: 

1. The determination of functions to be assigned to the department 

2. The determination of the form of organization to be used in relation to product, 
territory, and functions 

3. The determination of the relationship of the sales department to other depart¬ 
ments of the company 

4. The estahHihment of policies and procedures 

5. The management of the sales force to accomplish the policies in the most 
effective manner 

6. The integration of the sales department’s activities with the activities of the 
channels of distribution uffed by the firm 

7. The valuation of the effectiveness of the department’s operations 

A second broad group of problems is concerned with the way in which 
the business executive can best use the marketing structure to give to 
each consumer what he most desires, while at the same time trying to 
ensure to his firm the largest possible monetary gain. In selecting the 
type of distributive organization, the business executive will be guided 
by the characteristics of the product to be sold, the characteristics of 
the buyers, and the nature of his trade position. Among the character¬ 
istics of the product that influence the choice of channel of distribution, 
the following are of major importance: 

1. The conditions under which an article is produced in terms of such factors as 
size of producer, the geographical concentration or dispersion of producing units, 
the presence or absence of integrated operations, the diversity or specialization of 
production, and the seasonality of operations 

2. The relative perishability of the product in terms either of physical charac¬ 
teristics or of style factors 

3. The nature of the product in terms of need for mechanical servicing and repair 
activities 

4. The relative seasonality and elasticity of demand 

5. The number of substitute products and the number of competitors, in terms of 
promotional efforts required 

6. The volume of sales desired in view of the above considerations 

Characteristics of prospective buyers affect the choice of channels 
of distribution. Of key importance is the elasticity of demand (including 
income elasticity) and the distribution of purchases in terms of time 
periods. These, in turn, raise questions of the use to which the product 
is put, the number of buyers affected, income levels, the kinds of buying 
motives present, and a whole range of sociological characteristics, in¬ 
cluding racial background, education, religion, age, sex, dwelling, etc. 
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Within this framework the businessman must determine policies that 
will affect his whole competitive position. He must first decide which 
channels best perform the functions that are needed for the achieve¬ 
ment of his policies, cost considered. This involves all sorts of subsidiary 
problems, relating to enforcement of price decisions, coordination with 
sales-promotional activities, and avoidance of private-brand competi¬ 
tion, just to mention a few. If no channel promises to perform the job 
in a way that would achieve desired objectives, the alternative effec¬ 
tiveness and costliness of direct distribution or of integrated distribu¬ 
tion must be considered. In deciding whether traditional methods 
of marketing are to be upset, consideration must be given to the mores 
and folkways of the trade and the costliness of departing from tradi¬ 
tional forms. Once a decision has been made as to the channels of dis¬ 
tribution to be used, the executive must see to it that the policies of his 
own sales department are closely coordinated with the efforts of the 
middlemen selected. 

At what prices and terms of sale shall the product be soldf The chap¬ 
ters on prices and price policies give an outline of the general environ¬ 
ment within which the individual business firm must make decisions 
concerning the prices and terms of sale of the products that it sells. In 
actual operation the business manager, in establishing the selling price 
for the firm’s product, must evaluate many factors. (1) The determina¬ 
tion of the “right” selling price necessitates knowledge of costs broken 
down into the necessary categories of those that are variable, fixed, 
joint, etc. In accordance with the individual firm’s situation, these costs 
may or may not be completely ascertainable. (2) In almost every situa¬ 
tion there are considerable areas of price determination that are not 
subject to the control of the individual manager, owing to competitive 
factors, to legal restrictions, or to the presence of other institutional 
controls, such as the collective pricing action of firms or the exercise of 
more or less monopolistic power. (3) Each manager is free, within 
limits, to decide at what level to establish his prices—whether at mon¬ 
opolistic or imperfectly competitive levels, at the level of market com¬ 
petition, or at levels below existing average market prices. This in¬ 
volves consideration of a whole host of factors that have been dis¬ 
cussed in the chapters on price and price policies. (4) After having 
selected his price policy, if any, the executive must integrate that 
policy into the remainder of his business operations, for it is obvious 
that what is obtained in the way of sales revenue affects every other 
aspect of the firm’s operations. 

According to such determinations, the action of the executive of a 
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sales organization falls into one of the categories outlined in Chapter 
XXIII, or else consists merely of charging either what the producer 
stipulates or what market competition indicates to be desirable. If the 
company produces a wide variety of products, the executives will gener¬ 
ally establish the basic prices applicable to key models, while the subor¬ 
dinates determine all the variations from the basic pattern to be applied 
to each style, size, model, or other variation. With the exception of the 
establishment of prices on a new product, the executive has only a few 
alternatives. He can raise existing prices, maintain their present levels, 
or lower thegjj But the choice of what policy to adopt, when the change 
is to be made, by how much, and by what method, creates many tech¬ 
nical difficulties. In addition, he may have to consider the effect of 
changes in the price of one product on the prices of related product 
produced both within the firm and outside. 

Further complications may arise in an attempt to establish differences 
in prices between markets geographically and between different users of 
the product in the same location. This is true especially in the relating 
of such differences to questions of cost and legal regulations, and to 
terms of sale and the discounts to be allowed to each class of middle¬ 
men. All the variations in accounting method and in executive policy, 
enter into the problem of determining the adequacy of the cost data 
available. Either on objective or on subjective grounds, the executive 
and his subordinates must evaluate these, if they are considered at all, 
and some decision must be made. This does not end the process. 

The price-determining process must next take into account what the 
actions of competitors may be in terms of expected sales volumes, 
prices, products, and methods of sales promotion. Sharp differences of 
opinion exist between executives as to the importance of these in estab¬ 
lishing or revising prices. Because information about competitors is 
even more indefinite than each firm’s own cost data, it follows that a 
variety of methods is used in evaluating such facts for price-making 
purposes. In the last analaysis, in explaining the origin of a particular 
price policy, the personality of the price-making officials must be con¬ 
sidered, along with the actual data available. 

Economic theory is an abstract treatment of principles that the busi¬ 
nessman may or may not know or apply. In most cases, firms produce 
more than a single homogeneous product. This results in joint costs, 
which can be allocated only on the basis of either accounting judgments 
or general business judgments. If a firm is going to try to influence the 
demand of consumers, it follows that present knowledge is incomplete. 
It is probably true, also, that in all but a few instances each firm is faced 
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with strong competition from a few firms which are strategically located 
and which possess variable amounts of unused capacity. All this adds 
up to the fact that, while businessmen have been able to increase their 
knowledge about price problems, there will always be a considerable 
area of decision not susceptible to exact knowledge. 

What planning and control are neededf It is a prime requisite of 
problem solving that each problem solver evaluate his answers in the 
light of relevant facts. The complexities of modern business are such 
that many executives formulate decisions without ever setting up any 
control mechanisms. However, owing to the increase in the size of or¬ 
ganization, the services of specialists are being employed more and 
more, to make both quantitative and qualitative analysis of the sales 
operations of individual firms. The sequence of events requires an 
executive to formulate an over-all plan of action, to see that the plan is 
carried out in the best possible way under changing conditions, and to 
gather information that will aid in redirecting and reformulating the 
original plan. Both statistics and accounting are being used increasingly 
as bases for adequate control systems. 

Tosdal points out that a complete control system for sales operations 
consists of these phases: 

1. Provision of methods for collecting necessary information as to past 
performance, which includes determining what information is required 

2. Setting up standards as a basis for comparison 

3. Comparison with standards 1 

Methods used for collecting necessary information are techniques 
derived from the fields of statistics and accounting, with considerable 
emphasis upon budgets. Since the emphasis of the control system is 
upon evaluating performance in relation to plans for the purpose of 
maximizing monetary returns, it follows that the methods actually 
adopted will be used to gather data pertaining to all phases of a firm’s 
sales operations. The ultimate limit to the use of a control system will 
be in terms of its costliness relative to the results accomplished, and the 
amount of detail gathered in relation to what is needed. The goal should 
be to gather only those data that can be digested. The process of diges¬ 
tion should be directed, whenever possible, to transferring estimates 
into either a priori or statistical probabilities. 

The size of the organization, the type of control system, and the 
complexity of the control problems, all determine whether informal or 

1 Harry R. Tosdal, An Introduction to Sales Management (New York: McGraw- 
Hill Book Company, Inc., 1933), p. 363. 
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formal standards shall be used for control purposes, and to what seg¬ 
ments of the sales operations they shall be applied. It is a prime neces¬ 
sity for any plan of action to have standards (both quantitative and 
qualitative) against which performance can be measured. These may 
range from carefully computed over-all forecasts of sales and of sales¬ 
men^ quotas to those that are purely informal, for use by the executive 
concerned. It is preferable in most cases to let each person that is affec¬ 
ted know in advance the measuring stick to be used in evaluating his 
performance. 

Actual pesfflrmance must be related to standards, in order that it 
may be determined where differences exist and how important these 
may be in explaining successful or poor operations. Merely measuring 
actual performance against a rating scale is not enough, unless the re¬ 
sulting evaluation indicates excellent or superior results. The compari¬ 
son should reveal the reasons for below-normal operation and the steps 
whereby improvements can be realized. When actual operations have 
been proved to be of high caliber, the comparison should reveal how 
high quality was obtained and what implication such findings may 
have for the future. It is only by such continuing processes that more 
and more business judgments can be reduced to bases of knowledge, 
founded on probabilities of recurring patterns of experience. 

Summary. With the growth of large-scale business organizations 
and the increased capacity of the machinery of production, increased 
control by management over production and distribution has followed, 
as a natural consequence. The organizations are so large and yet so vul¬ 
nerable to cutthroat competition that extension of control over the 
marketing process and over marketing structures seems imperative. 
Such control by management and by management groups is subject to 
two checks—the action of consumers and the action of government. 
Discussion of control by consumers may be found in the preceding chap¬ 
ter, control by government will be dealt with in the chapter that 
follows. 

The coordinating and controlling function works in a two-way 
fashion. The decisions of businessmen mold the institutions, the mar¬ 
keting areas, and the structures of prices, as these work together to 
form an over-all marketing structure. Yet, because the marketing struc¬ 
ture results from other forces besides the decisions of businessmen, and 
because the decisions of a single manager can affect only a segment of 
the marketing structure, it follows that each manager, in turn, must 
adapt his decisions to forces making for change that are beyond his 
control. This interplay of directional forces gives the marketing struc- 
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ture its dynamic nature and continues to cause management to operate 
in an area of uncertainty and imperfect knowledge, with business judg¬ 
ments based largely on estimates. 

QUESTIONS 

1. With what does the decision-making process deal? 

2. What are the essential characteristics of an executive from the point of view of 
the decision-making process? 

3. What are the various steps that must be taken by executives in making decisions? 

4. How does the element of risk affect the effectiveness of the decision-making 
process in coordinating and controlling the marketing structure? 

5. What are the fundamental freedoms of producers? How do these affect the 
decision-making process? 

6. How does the type of business affect the kinds of decisions that relate to the 
marketing structure? 

7. How does the level of marketing operation affect the decisions made with refer¬ 
ence to the marketing structure? 

8. How is the decision-making process affected by the form of managerial organiza¬ 
tion assumed by any company? 

9. What is the scope of managerial decisions with respect to the question of what 
should be sold? 

10. Under the modern form of production in anticipation of consumer demand, 
how can a business manager make most certain that he is producing the right kind 
and amount of product? How would central economic planning perform this de¬ 
cision-making process more accurately? 

11. What differences exist between manufacturer and retailer in determining what 
to sell? What similarities? 

12. What problems have to be solved in the process of deciding how a given kind 
and amount of product is to be sold by a given business firm? 

13. What difficulties does a businessman face in setting prices, from the point of 
view of his own internal operations? from the point of view of external considerations? 

14. Summarize in the form of a series of propositions, the importance of the de¬ 
cision-making process in coordinating and controlling the marketing structure. 

15. To what extent does the evidence available bear out the validity of the claim 
that business executives are the kings of the economic structure? To what extent 
does the evidence point to the opposite conclusions? 
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CHAPTER XXVIII 


THE ROLE OF GOVERNMENT 

Marketing, in the course of history, has been carried on by men who 
have shown initiative and resourcefulness and a general unwillingness 
to be bound by any rigid system of rules. In this spirit, a trading class 
developed in the Middle Ages, giving rise to commercial cities that were 
free from the class distinctions and customary controls of feudalism. 
Businessmen ignored the prohibitions of the medieval church against 
the taking of interest and the making of profit. When the guilds in the 
towns set up local monopolies of trade, merchants and craftsmen moved 
outside the towns so that they could be free from guild control. The 
colonists who settled America brought with them a tradition of indi¬ 
vidual freedom. 

This tradition of freedom has its roots in the revolt against authori¬ 
tarianism in church and state which began in the fifteenth century and 
which culminated in the doctrines of natural liberty of the eighteenth, 
when they found expression, in part, in Adam Smith’s Wealth of Nations 
(1776). Smith’s work is still the most frequently quoted authority to 
support the views of the majority of businessmen today on the question 
of the proper relation of government to business. Smith held that the 
duties of the sovereign were threefold: (1) protection of the country 
from violence and invasion, (2) establishment of an exact administra¬ 
tion of justice, and (3) erection and maintenance of certain public works 
and certain public institutions. These latter were “for facilitating com¬ 
merce” and “for promoting the instruction of the people.” 1 

At a slightly earlier date (1774) Turgot, the finance minister of Louis 
XVI, had made a plea for laissez faire against the restrictions of mer¬ 
cantilism. Adam Smith was giving voice to the same philosophy in 
England. That philosophy of minimum interference by government 
with business, with its corollary of individualistic competition, is the 
professed belief of most businessmen, quite apart from any question as 
to whether their actions conform to their beliefs. Competition is not 
only a part of our democratic culture, but has been declared by our 
national legislature, in the Sherman Antitrust Act of 1890, to be the 
law of the land. It is significant that this declaration came at a time 

1 Adam Smith, The Wealth of Nations, Book IV, Chap. IX. 

579 



580 


MARKETING 


when competition as the law of trade was being challenged by busi¬ 
nessmen who found its rules too restrictive, in their attempt to maxi¬ 
mize profits under the changed conditions that prevailed in the last 
quarter of the nineteenth century. The Sherman act was not so much a 
statutory recognition of competition as an act of intervention by gov¬ 
ernment against monopolies and monopolistic practices. 

There was ample precedent for the intervention of government 
against monopoly in the English Common Law and in the early muni¬ 
cipal regulations against forestalling and engrossing. The whole period 
of mercantilist economy is evidence of the readiness of government to 
take the initiative in directing economic affairs in the interest of a na¬ 
tional program. In a chapter on The Limits of the Province of Govern¬ 
ment, John Stuart Mill, while advocating a “let-alone” policy, con¬ 
cludes that “In the particular circumstances of a given age or nation, 
there is scarcely anything really important to the general interest, which 
it may not be desirable or even necessary, that the government should 
take upon itself, not because private individuals cannot effectively per¬ 
form it, but because they will not.” 1 

Thus we are confronted with two, perhaps three, contrasting views 
of the relation of government to business: (1) the minimizing of govern¬ 
ment interference, with reliance on the automatic action of the market 
through competition; (2) the intervention of government to preserve 
and enforce competition; and (3) the intervention of government to 
propose and administer positive programs in the interest of promoting 
general welfare. The discussion that follows will proceed in this order. 

The beneficent action of automatic controls through the price-and- 
profit mechanism was more or less taken for granted in the United 
States until after the Civil War. In the last quarter of the nineteenth 
century it became increasingly evident that certain business interests 
were veering away from the competitive principle toward a monopolis¬ 
tic control of production. The reasons for this changed attitude lie in 
the technological and institutional changes that had been taking place 
since the beginning of the industrial revolution. The power economy 
made necessary the raising of large amounts of capital for investment 
in plant and equipment. Risk was increased as industry ventured into 
new fields, such as railroads, mines, oil wells, etc. The joint-stock cor¬ 
poration became an ideal means of raising capital and distributing risk 
and of concentrating control of the business in a few hands. With these 
large undertakings, the size of business units necessarily increased. 

1 John Stuart Mill, Principles of Political Economy , 7th ed., London, 1872, 
Book V. 
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Heavy fixed costs placed a premium on increased volume of business, 
and competition became keen where there was unused plant capacity. 
In this race for volume, competition speedily took on a cutthroat char¬ 
acter, with sales below cost, rebating, discriminatory pricing, and a 
variety of forms of commercial bribery. 1 If competition of this character 
were allowed to run its course, the logical result must be the survival of 
only a few of the most powerful firms, which could then reach an under¬ 
standing that would give them monopoly control of the market. The 
regulatory action of the government to preserve a competitive economy 
began with the act of Congress in 1887 establishing the Interstate 
Commerce Commission, to control the rate-making practices of the 
railroads and steamship companies in interstate commerce. 

Regulatory Action of Government 

Following closely upon the action of the government to control cut¬ 
throat competition and pooling arrangements by the railroads, came 
the passage of the Sherman Antitrust Act (1890), declaring that “Every 
contract, combination in the form of trust or otherwise, or conspiracy, 
in restraint of trade or commerce among the several states, or with 
foreign nations, is hereby declared to be illegal .” If the Sherman act 
was an interference with individual freedom, it was restriction in the 
interest of preserving equality. Said Senator Sherman, in defense of 
his bill, “It is the right of every man to work, labor, and produce in any 
lawful vocation and to transport his production on equal terms and 
conditions and under like circumstances. This is industrial liberty and 
lies at the foundation of the equality of all rights and privileges.” 2 3 

Simply to declare monopoly illegal was not sufficient to halt the 
progress of business toward units of still larger size and greater power 
of control over the market. As the size of the market expanded and 
technology continued to improve, the scale of business organization 
and control increased correspondingly through mergers, through trade- 
association agreements, and through informal understandings. The 
courts were faced with the prospect of outlawing every combination 
that exercised any restraint of trade, regardless of the obvious need for 
large-scale units to carry on modern industry. The way out of the dilem¬ 
ma was the U. S. Supreme Court's “rule of reason," first announced in 
the court's decision in the Standard Oil Case (1911). The substance of 

1 Ida M. Taebell, The History of the Standard OH Company (New York: The 

Macmillan Company, 1904.) 

3 21 Congressional Record , p. 2457. 
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the court’s reasoning is contained in the following excerpt from that 
decision. 1 

That in view of the many new forms of contracts and combinations which 
were being evolved from existing economic conditions, it was deemed essential 
by an all-embracing enumeration to make sure that no form of contract or 
combination by which an undue restraint of interstate or foreign commerce 
was brought about could save such restraint from condemnation. The statute 
[the Sherman act] under this view evidenced the intent not to restrain the right 
to make and enforce contracts, whether resulting from combination or other¬ 
wise, which did not unduly restrain interstate or foreign commerce, but to 
protect thatWmmerce from being restrained by methods, old or new, which 
would constitute an interference that is an undue restraint. 

In the Steel case, the court went further, to hold that, even though a 
combination was, because of its size or power, a potential monopoly, 
it was nevertheless not unlawful under the Sherman act unless it com¬ 
mitted some overt act of aggression upon its competitors. Said the 
court: “The law does not make mere size an offense or the existence of 
unexerted power an offense.” 

Patent monopolies have been permitted, from the beginning of our 
legal history. Various public utility services have been organized as 
monopolies under state and municipal regulation. Notable exceptions 
to the principle announced in the Sherman act have been the Webb- 
Pomerene Act (1918), legalizing monopolies in export trade, and the 
Capper-Volstead Act (1922), exempting farmers’ cooperative associa¬ 
tions from the act. At an earlier date (1914), Section 6 of the Clayton 
Act had declared that nonstock cooperatives, as well as labor organiza¬ 
tions, should not be held to be illegal combinations or conspiracies in 
restraint of trade under the antitrust laws. 

A most notable modification of the policy of the Sherman act was the 
Transportation Act of 1920, in which railroads engaged in interstate 
commerce were permitted to acquire control of competing lines, or to 
consolidate such lines, subject to the approval of the Interstate Com¬ 
merce Commission. In the same year, the Merchant Marine Act ex¬ 
tended the right to form combinations to marine insurance companies. 
In 1921 an amendment to the Interstate Commerce Commission Act 
extended to telephone companies the same right to consolidate as was 
granted to the railroads under the Transportation Act. 

Thus while the Sherman act had been directed toward preserving 
competition in the form in which it had prevailed in the first half of the 
nineteenth century, national and state legislatures and the courts had 

1 Standard Oil Co., v. U.S ., 221 U.S., 1. 
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been compelled to recognize, by the force of circumstances, the evil 
effects of the strict enforcement of such a discipline in special situa¬ 
tions. Under this relaxed control, large-scale enterprise continued to 
flourish so that by 1930 a relatively small number of large corporations 
controlled a major portion of the business of the United States. 1 

Regulation of Unfair Competitive Practices 

In its earlier meaning, the term “unfair competition” was used in an 
ethical sense and “referred primarily to the marketing of goods by 
methods involving fraud, misrepresentation, etc.” 2 * While this meaning 
is not excluded from the more recent use of the term, the emphasis is 
upon its purely economic significance. To quote Stevens, “the final test 
of the fairness of a given method should be whether or not it restricts 
actually, or potentially, the normal operation of the law of competition 
with the resulting survival of efficiency. Any method used in competi¬ 
tion which hinders or prevents the normal results ensuing from the free 
operation of the competitive principle must be adjudged unfair.” 8 

The prevalence of the use of these unfair practices (of which there 
were many) 4 by business enterprises that were trying to achieve mo¬ 
nopoly control of the market was accepted by the legislatures as evidence 
that such practices “tended toward monopoly” and were, therefore, 
undesirable. The proof of conspiracy or of “undue” restraint under the 
Sherman act was difficult, and this accounted largely for the ineffective¬ 
ness of that act in controlling the trend toward types of organization 
that were potential, if not actual, monopolies. Detection of unfair prac¬ 
tices was an easier matter, since businessmen could police each other 
when they found themselves the victims. The Federal Trade Commis¬ 
sion Act (1914) was the first of a series of Federal acts aimed at the 
control of unfair competitive practices. 

Section 5 of the Federal Trade Commission Act declares that “Un¬ 
fair methods of competition in commerce, and unfair or deceptive acts 
or practices in commerce, are hereby declared unlawful.” The commis- 

1 A. A. Berle and G. C. Means, Modem Corporation and Private Property (New 
York: The Macmillan Company, 1933). 

2 W. H. S. Stevens, Unfair Competition (Chicago: University of Chicago Press, 
1917), p. 3. Under the common law, rights of action were afforded for (1) the de¬ 
ceitful diversion of patronage, (2) the misappropriation of trade secrets, (3) malicious 
interference with business relations or operations. Quoted from Roy Emerson 
Curtis, The Trusts and Economic Control (New York: McGraw-Hill Book Company, 
Inc., 1931), p. 205. 

* Ibid., p. 8. 

4 See Appendix C (Quotation from FTC Annual Report , 1943, pp. 49//.). 
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sion may take the initiative in issuing a complaint. The business against 
which a complaint has been made has the right to a hearing, after 
which, should the commission find the practice prohibited by the act, 
a cease and desist order is issued. If the party complained against does 
not appeal from the order of the commission within 60 days, the order 
becomes final. The commission^ order may be contested in the courts 
and a rehearing may be held to admit new evidence, but the decision of 
the court is final. The act does not attempt to define specifically or to 
enumerate unfair methods of competition. 

It was Ae purpose of the Clayton Act (1914) to supplement the 
Sherman act by defining and prohibiting those trade practices which 
“substantially lessen competition or tend to create a monopoly.” Sec¬ 
tions 2 and 3 specifically prohibited discrimination in pricing between 
different purchasers of commodities and outlawed exclusive leasing or 
agency agreements that prevent the lessor or the seller from dealing 
in the goods of a competitor of the firm whose merchandise he repre¬ 
sents. Thus the Clayton Act was designed to supplement the Federal 
Trade Commission Act by making more specific the nature of unfair 
competitive practice. The commission met with great difficulty in the 
courts in attempting to prove whether the discrimination in price given 
by the seller was ‘on account of difference in grade, quality or quan¬ 
tity/ 7 or “made only due allowance 77 for difference in cost of selling or 
transportation. 1 Section 2 of the act was interpreted by the courts, 
furthermore, to apply only to sellers and could have no application to 
the inducing or acceptance of discriminatory prices by purchasers. 2 

The threat to competition that the Clayton Act was powerless to 
prevent was coming from a new source. Chain stores and mail-order 
houses had experienced rapid growth after 1900, the chains expanding 
particularly after 1915. Through their large buying power, they were 
able to exact favorable treatment from manufacturers. They were thus 
able to sell to the consumer at lower prices than independent retail 
stores could. While the chains alleged with some justice that this was 
due to their greater efficiency and lower cost of selling, so great was the 
resentment of the trade that the Federal Trade Commission was in- 

1 Section 2 of the act provided that “nothing herein contained shall prevent dis¬ 
crimination in price between purchasers of commodities on account of differences in 
the grade, quality, or quantity of the commodity sold, or that makes only due allow 
ance for difference in the cost of selling or transportation, or discrimination in price 
in the same or different communities made in good faith to meet competition.” 

2 Federal Trade Commission, Final Report of the Chain-store Investigation (Wash¬ 
ington: Government Printing Office, 1934), Chap. IV; but see 0. Van Camp and Sons 
Co. v. American Can Company , el al (278 U. S. 245), 1929. 
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structed by Congress in 1928 to make an investigation of chain-store 
organization and practices. As a result of this investigation, the com¬ 
mission found that the preferential treatment of the chains took the 
form of special prices, which did not necessarily reflect differences in 
quantities purchased, or they were the result of bargaining; or lower 
prices were given to them as an inducement not to handle similar 
products of another manufacturer. 

Manufacturers granted preferential treatment in the form of “pro¬ 
motional allowances” for newspaper advertising, window and counter 
displays, clerk promotion, sales effort. Allowances of free goods were 
also made. These allowances were generally in the form of cash pay¬ 
ments and “frequently money advanced for advertising was not used 
for that purpose at all but used for the purpose of reducing the price 
to the consumer.” 1 These allowances were withheld from jobbers. 
Special discounts were granted to chains greater than those given 
to wholesalers or to other retailers. Allowances in lieu of brokerage 
fees were given by manufacturers to certain chain customers. Larger 
allowances were made to corporate chains than to cooperative chains. 

A number of states had already passed chain-store tax laws, in an 
effort to curb the growth of chains. Some 22 states still have such 
laws on their statute books. Agitation for restraints of this character 
was at its height in the early 1930’s, while the FTC was making its 
investigation. Largely as a result of the commission’s findings and 
its conclusion that the Clayton Act was inadequate to deal with the 
situation, Congress passed the Robinson-Patman Act (1936) as an 
amendment to the Clayton Act. 

The Robinson-Patman Act remedied the defect of Section 2 of the 
Clayton Act by extending the prohibition against price discrimination 
that may affect competition between sellers to include its effect on 
“any person who knowingly receives the benefit of such discrimination” 
or on the customers of either seller or buyer. Thus the chain store or 
other large buyer that accepted a discriminatory discount or allowance 
became just as culpable as the seller who offered it. 

A rule by which discrimination in pricing could be determined was 
provided in the statement “That nothing herein contained shall 
prevent differentials which make only due allowance for differences 
in the cost of manufacture, sale, or delivery resulting from the differing 
methods or quantities in which such commodities are to such purchasers 
sold or delivered.” By this rule arbitrary trade discounts are done 
away with and the burden of proof is on the party giving a discount 

1 FTC, op . cit 
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to show that the amount of the discount is justified by a corresponding 
economy in manufacture, sale, or delivery. 

The brokerage allowance had been used by both corporate and 
voluntary chains to get lower net prices from manufacturers, either on 
direct purchases or through brokerage companies operating as affiliates 
of the parent organization. Since many sales by manufacturers were 
negotiated through brokers who collected fees from the manufacturer, 
it was argued by the chain buyer that its brokerage company should 
be allowed brokerage as a deduction from the buying price, since the 
service pejifcrmed was the same. With the price at $1 and a brokerage 
fee of 10 per cent, the supplier’s net was 90 cents, whether he sold 
through the private broker or allowed brokerage to the chain. On 
sales to jobbers though the broker, the supplier’s net was still 90 
cents but the jobber’s cost was $1, thus placing him at a disadvantage 
in selling to independent retailers who compete with chain retail units. 
The brokerage clause of the Robinson-Patman Act involves the 
common-law provision that brokerage fees and commissions should be 
paid only to those who perform service for the party making payment. 
Since the brokerage department of the chain was performing a buying 
service for the parent organization, it could not legally collect brokerage 
from the manufacturer. 

The brokerage clause has been applied with equal force against 
voluntary and cooperative chains. In one of the earliest cases to come 
before the FTC, a brokerage company acting as the buying agent for 
independent retailers collected brokerage from manufacturers and 
rebated the brokerage fees to its retailer clients. This practice was 
ruled a violation of the act. 1 

The Robinson-Patman Act guarantees equal treatment to buyers by 
providing that if payments are made to customers for services or 
facilities, or by contracting to furnish or actually furnishing services or 
facilities connected with the sale of the product, such payments and 
services must be offered to all purchasers on proportionally equal 
terms. A similar provision applies to the payment of advertising 
allowances. 


Fair Trade Acts and Resale Price 

The initiative for restricting unfair trade practices came not alone 
from the government but from business interests that were being 
injured by the aggressive price competition of the large-scale retailers. 


1 Biddle Purchasing Co. v. Federal Trade Commission, 96 F (2d) 687 (1938). 
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The manufacturer of consumed goods, in his effort to build volume 
sales, had obtained wide recognition from the buying public, through 
advertising for his branded products. He had made price concessions 
to the large retail buyers who were equipped to do a job of mass dis¬ 
tribution and thus take advantage of the large market created for 
them through advertising. With low buying prices, these organiza¬ 
tions were in a position to cut the price on the manufacturer’s nationally 
advertised products below the price at which the small retailer could 
offer them and make his customary profit or, at times, any profit at 
all. These products were used as “loss leaders” to attract buyers into 
the retail store, where they would buy other items on which an average 
or wide margin of profit was obtained. For the small retailer these 
items were so large a part of his total sales that he could not meet the 
low prices of his competitors without great sacrifice of profit. 

Certain manufacturers had tried in the past to control price cutting 
by the retailer but the courts had held that agreements between 
manufacturer, wholesaler, and retailer, relating to goods moving in 
interstate commerce, were illegal under the Sherman act. 1 Other 
manufacturers were indifferent to price cutting that increased the sales 
of their products, as long as their total profits were not adversely 
affected. The independent retailers, however, brought pressure on 
the manufacturer to exercise control over the resale price of his product. 
Since horizontal agreements by either manufacturers or retailers to 
control price are clearly in restraint of trade, an indirect approach to 
the control of retail prices was adopted by means of vertical agree¬ 
ments between manufacturer, wholesaler, and retailer on intrastate 
trade. The first of the so-called “fair trade acts” was passed in 
California in 1931, and such laws now exist in 44 states. 

While these laws differ in minor respects, they generally provide for 
the legality of contracts entered into by the manufacturer of trade- 
marked or branded goods sold in competition with commodities of 
the same general class. The contract usually provides that the buyer 
may not resell the commodity at less than the price stipulated by the 
seller. It is not necessary in most cases for the manufacturer or the 
owner of the goods to enter into a contract with more than one retailer 
in the state in which he is selling, in order to make the agreement 
binding on all other retailers in that state, once they are put on notice 
that such an agreement exists. The retailer may sell at any price 
above the specified minimum, but may not sell below it. The state 

1 Dr. Miles Medical Co. v. John D. Park and Sons Co. 220 U. S., 373; also Federal 
Trade Commission v. BeechrNvl Packing Co. 257 U. S., 441. 
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fair trade acts have been upheld by the U. S. Supreme Court. 1 In 
1937 resale price maintenance contracts were legalized as to interstate 
trade by the passage by Congress of the Tydings-Miller Act. 

The alleged purpose of the fair trade acts is the protection of the 
good will that the manufacturer has in his trade-mark after title in the 
goods has passed to the wholesaler and retailer. The obvious purpose 
is to stabilize retail prices and profit margins on these goods for the 
small retailer and to protect the price structure of the manufacturer. 
It is very doubtful that the consuming public is benefited. Because 
of the private brands controlled by the chain stores and by many 
wholesalers in the grocery field, manufacturers of packaged foods have 
been wary about using resale price maintenance. Drug manufac¬ 
turers, and especially drug retailers, have been most concerned with 
the enforcement of these agreements. Department stores, chains, 
and mail-order houses are indifferent, to the extent that they have 
their own brands, but they are generally opposed to any restriction on 
their ability to sell cheaply. The manufacturer is in a position where 
he must choose between maintenance of a relatively high price with 
its retarding effects on volume sales, on the one hand, and the loss of 
the good will of the independent retailer, on the other hand, if he 
permits price cutting. There is no present indication that resale price 
maintenance has become very widespread, except in the sale of books, 
men’s shoes, high-grade clothing, durable consumers’ goods, and drugs. 

A further legal maneuver against price cutting by retailers was 
inaugurated with the passage, in a number of states, of unfair practices 
acts, the first of these appearing in California in 1935. These acts 
like the fair trade acts, are aimed at loss-leader selling. They were 
designed to complement the fair trade acts, which were of no effect in 
the sale of unbranded merchandise or in the sale of branded com¬ 
modities that are difficult to sell on a list-price basis, and in those cases 
in which manufacturers fail to cooperate in maintaining resale prices. 2 
Ten states have such laws. 

These laws apply to retailers and wholesalers and, in a few states, to 
manufacturers. All products, regardless of brand, are affected. These 
acts provide that the seller may not sell below cost, as defined in the 
act. “Cost” is variously defined in the acts of the several states as 

1 Old Dearborn Distributing Co. v. Seagram-Distillers Corp . 299 U. S. 183. 

2 Robert Tannenbaum, Cost under the Unfair Practices Acts , Studies in Business 
Administration, Vol. IX, No. 2 (Chicago: University of Chicago Press); and “De¬ 
velopments Affecting Cost under the Unfair Practices Acts,” Journal of Business of 
the University of Chicago , April, 1940. 
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“‘manufacturer’s list price,” “invoice cost, ,, “replacement cost.” To 
the cost of acquisition by the retailer is added 6 per cent of such cost, 
to cover “overhead,” or the cost of doing business. Difficulties in the 
enforcement of these laws proceed from the ambiguity of the term 
“cost,” especially as applied to distribution cost. Since a margin of 
6 per cent is well below the average expense margin of most retailers, 
these laws have probably not operated to enhance prices to consumers. 
They have been sponsored chiefly by the grocery trade, whose products 
are least protected by resale price maintenance. 

Recalling Stevens’s definition of unfair competition as “any method 
used in competition which hinders or prevents the normal results 
ensuing from the free operation of the competitive principle,” one may 
well question whether the idea of “fairness” as embodied in the fair 
trade and unfair trade acts does not involve the use of restrictions that 
actually “prevent the normal results” of competition from operating 
and thus becomes “unfair.” 

Protection of the Consumer 

Thus far, the discussion of the function of government with respect 
to marketing has had to do with legislation directed toward the pro¬ 
tection of businessmen from the acts of their fellows. Implicit in this 
legislation is the idea that consumers will benefit through the preserva¬ 
tion of fair and equitable competition. Government has moved more 
directly to protect the interests of consumers in a series of Federal 
acts, which can be referred to but briefly. Notable are those laws 
which set and enforce standards of weights and measures and which 
establish commodity grades. 1 Control of credit instruments and laws 
regulating the use of the currency and banking practices are further 
examples. 

In the Food, Drug, and Cosmetics Act (1938), an extension of the 
Pure Food and Drug Act of 1910, Congress legislated against adultera¬ 
tion and the sale of products harmful to public health. The earliest 
example of such legislation was the Meat Inspection Act of 1906, 
enforcing sanitary standards on the meat-packing industry. In this 
type of legislation the interests of honest businessmen coincided with 
the interests of consumers. Of this type also was the Wool Products 
Labeling Act of 1939, which declared misbranding to be an unfair 
method of competition. The act required the manufacturer to 
identify, by label on the goods, the amount and kind of wool in the 

1 The Cotton Standards Act (1916) and the Grain Standards Act (1916). 
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cloth. This label must remain on the product until it is sold to the 
consumer. 

The Wheeler-Lea Amendment to the Federal Trade Commission Act, 
adopted in 1938, is of particular interest, because it was designed to 
raise the ethics of advertising. The act declares it to be unlawful for 
any person, partnership or corporation “to disseminate any false ad¬ 
vertisement by any means, for the purpose of inducing . . . directly or 
indirectly, the purchase in commerce of food, drugs, devices, or 
cosmetics.” 

The Food, Drug, and Cosmetics Act has reference only to the proper 
labeling o ftk e products covered by the act; in the Wheeler-Lea Amend¬ 
ment, the law is concerned about the essential truth of the statements 
made in an advertising announcement. The term “false advertise¬ 
ment” is defined as “one which is misleading in a material respect.” 
Account is taken not only of the representations made or suggested, 
but also of “the extent to which the advertisement fails to reveal facts 
material in the light of such representation, or material with respect to 
consequences which may result from *the use of the commodity to 
which the advertisement relates under the conditions prescribed in said 
advertisement, or under such*conditions as are customary or usual.” 

The FTC is charged with the administration of the law through 
injunctive procedure, cease and desist orders, and final court action. 
The commission has worked cooperatively with advertisers to secure 
compliance with the law. 

Trading in organized markets . Certain special situations existed in 
the organized future trading markets for grain and cotton, where 
manipulation by large, powerfully financed speculators occasionally 
interfered with open-market competition. Since the prices determined 
in these central markets were used as a basis on which to buy grain and 
cotton from farmers, it was of much concern to the producers that these 
prices reflect as fairly as possible actual supply-and-demand conditions. 

Dealing in “futures” was considered gambling by many farmers, who 
did not understand the legitimate purpose of a futures market, and 
there was agitation for the complete abolition of future trading. The 
Cotton Futures Act of 1915 and the Grain Futures Act of 1922 were 
designed to correct the abuses of speculation and to keep the market 
from falling under the control of a few large interests. These acts 
were merged into the Commodity Exchange Regulation Act of 1936, 1 
which is administered by the Commodity Exchange Administration in 
the U. S. Department of Agriculture. 

1 For provisions of the Commodity Exchange Act, see pp. 398-399. 
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The Packers and Stockyards Act of 1921 extends to trading* in live¬ 
stock a control somewhat similar to that of the Commodity Exchange 
Regulation Act. The FTC in 1914 had made a searching investiga¬ 
tion of the marketing practices of the large meat-packing companies— 
practices which, the commission alleged, tended toward monopoly 
control of the livestock and meat markets. The Packers and Stock- 
yards Act was, in part, the result of this investigation. Besides buying 
practices, which were thought by the commission to be questionable, 
there were other practices of livestock dealers, commission firms, and 
stockyard companies of which farmers and stockmen complained, such 
as misrepresenting the grade of the farmer’s livestock sold by a com¬ 
mission firm, failure to make a prompt return of the proceeds of the 
sale, faulty weighing of livestock by the yards company, and over¬ 
charges for services. These practices the Packers and Stockyards Act 
was designed to prevent. The act is administered by the Packers and 
Stockyards Division under the Secretary of Agriculture. 

The Produce Agency Act (1927) and the Perishable Agricultural 
Commodities Act (1930) have a similar function of controlling unfair 
trade tractices in the central markets for fruits and vegetables. All 
these acts regulating trade in organized markets are supplementary to 
either the Sherman act or the Federal Trade Commission and Clayton 
acts, since the purpose is to keep trading on a fair and open basis and 
thus to prevent monopoly. 

Protective and Promotive Functions of Government 

In contrast to its exercise of regulatory power to compel competi¬ 
tion, government seeks, through legislation, to protect and promote 
the interests of business. In the process, legislators and courts 
seem to ignore, or to become indifferent to, the idea of preserving 
strict competition and preventing monopoly. Special groups are 
favored, and these conflicting policies of government set up difficulties 
for any one who tries to discover any rational explanation of govern¬ 
ment control. 

One of the earliest forms of legislation designed to promote the 
welfare of particular groups, notably manufacturers, was the protective 
tariff. From the earliest days of the republic, there has existed a clash 
of interest between manufacturers seeking protection against foreign 
competition and agricultural producers seeking foreign markets. Until 
very recently, the manufacturers have had the better of the argument. 
The protection that certain industries have received has been in no 
small measure an aid in securing a quasi-monopolistic control of the 
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domestic market. Not only has foreign competition been restrained, 
but the Federal government has frankly legalized a cartel, or trust, 
type of organization to assist those engaged in foreign trade who were 
confronted with legalized monopolies in other countries. The Webb- 
Pomerene Act of 1918 exempts such associations from the provisions 
of the Sherman act, provided that they take no action that restrains 
trade or affects prices within the United States. 

Patent laws have, from the beginning of the country, created legal 
monopolies for the owners with a view to encouraging invention and 
thus benefittjjgg the general public. The issuance of a patent “conveys 
no positive rights to make, use, or sell the invention which it covers. 
What it does give is the right to exclude others from its province.” 1 
Thus most small inventors are compelled to sell their patents to 
organizations with sufecient capital to produce and market the product. 
Where ownership of the original patent is retained, and patents on 
improvements are granted to a succession of independent owners, 
patent pools are formed in which the patentees mutually grant a right 
of use of each other’s patents. While this arrangement is economically 
desirable in giving effect to the improvement patents, and in promoting 
competition, it creates an instrument which may be and has been made 
the means of achieving monopoly control over price, production, or 
quality, on an industry-wide basis. 

In the recent case against the glass-container industry, the court found evidence 
of price, quality and quantity controls on an entire industry, instigated through 
the media of restricted license agreements. These included limitations as to the 
type or kind of glassware produced; the use of the container manufactured, a a 
drinking tumblers, vinegar and cider bottles, candy jars, or ink bottles; the 
character of the glassware, as weight, color, capacity, or composition; the 
quantity to be produced; the customers to whom the licensee might sell; and the 
territory in which the licensee could distribute his products. 

The courts are fully cognizant of the features, good and bad, sometimes found 
in patent interchanges. The worst features are the opportunity for rigid control 
of price and production, the exclusion of newcomers, and the exclusive division 
of markets between competitors. These features where they have been found 
to exist have been quickly cut down as obviously violative of the Sherman Act. 2 

A further abuse of the licensing agreements involving patents is 
found when leading competitors in an industry combine to control the 
entry of new firms. Patents on improvements are developed which 

1 Lawrence I. Wood, The United States Patent System (New York: American Enter¬ 
prise Association, 1946), p. 14. 

* Ibid., p. 20. 
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are withheld from the market to protect vested interests and society is 
denied the benefits which are contemplated in the patent grant. These 
abuses of the patent right are condemned by the courts and are pro¬ 
hibited by the anti-trust laws, yet it is not always easy to distinguish 
between an equitable and a wrongful use of the patent right. 

It is not unnatural in view of the identity of the terminology and device that 
confusion should result—a confusion of thought identifying the abuses disclosed 
with all agreements of the same label. A careful discrimination is required lest 
the anathema attaching to an antisocial institution be transported to one of 
similar nomenclature but of marked public benefit. 1 

Thus the government, in the attempt to protect and reward the 
inventor has created an instrument that has been most potent in 
erecting monopoly forms of organization. 

The relaxation of strict interpretation of the Sherman act in the 
“rule of reason” decisions in the Standard Oil and Tobacco cases has 
already been noted. Of like tenor was the decision of the U. S. 
Supreme Court in the Steel case. Moving in the same direction, the 
U. S. Supreme Court, in the Maple Flooring and Cement cases, 2 
reversed a stand that it had taken earlier toward the exchange of in¬ 
formation by members of trade associations in the Hardwood Lumber 
and Linseed Oil cases. 8 

The members of these associations had exchanged information on 
costs, had issued freight-rate books for the convenience of the members, 
had published information on quantities sold and prices charged by 
the different members without identifying them, and had discussed 
the problems of their industries at their association meetings. While 
the court in ijie earlier cases found in these activities “a clear purpose 
to restrain trade, through concert of action,” the court held, in the 
Maple Flooring Case, that 

. . . the public interest is served by the gathering and dissemination, in the 
widest possible manner, of information with respect to the production and 
distribution, cost and prices in actual sales of market commodities, because the 
making available of such information tends to stabilize trade and industry, to 
produce fairer price levels, and to avoid the waste which inevitably attends 
the intelligent conduct of economic enterprise. 

These decisions were the forerunners of the National Industrial 

1 Ibid., p. 19. 

9 Maple Flooring Manufacturers’ Association v. U. S., 268 U. S., 563 (1925); and 
Cement Manufacturers’ Protective Association v. U. S. t 268 U. S. 588. 

3 U . S. v . American Linseed Oil Co., 262 U. S., 371 (1923); and American Column 
and Lumber Co. v. U. 8. 257 U. S., 377 (1921). 
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Recovery Act (1933), which attempted to set up a system of self- 
government for industry along trade-association lines. Members of 
an association were permitted to organize under “codes of fair com¬ 
petition.” The code authority was given power to formulate policies 
for the control of output, the control of prices, and the control of non¬ 
price competition. All codes required the approval of the President. 
While the law provided that any action in compliance with an ap¬ 
proved code was “exempted from the provisions of the antitrust laws 
of the United States,” it was specifically “provided that such code or 
codes shall not permit monopolies or monopolistic practices.” The 
associations ^were permitted the form of monopoly but were denied 
the substance. Organization of business under the National Industrial 
Recovery Act was shortlived, since the act was held unconstitutional 
by the U. S. Supreme Court in 1935, as an undue delegation of legis¬ 
lative power and as an attempt by the Federal government to control 
intrastate commerce. 1 

As has already been noted, the fair trade acts and the Tydings-Miller 
Act legalizing resale price maintenance are further evidence of a dis¬ 
position on the part of government to relax from a strict enforcement 
of competition. The Trade Practice Conferences inaugurated by the 
FTC during the Hoover administration permitted trade-group meet¬ 
ings with the commission to draw up “rules of fair trade practice.” 
While the commission could not guarantee freedom from prosecution 
under the Sherman act, approval of the rules by the commission was 
accepted as informal assurance that concerted action by members to 
enforce the rules would be within the law. The trade-practice- 
conferences procedure set the pattern for the code authority that was 
to come later under the National Recovery Act. 

Cooperative Action: Planning and Control 

It seems to be an inevitable consequence of the attainment of power 
by any single group in an economic society that, among other less 
favored groups, a desire for equal advantages arises. The promotive 
legislation thus far reviewed had been almost wholly aimed at benefiting 
the interests of manufacture and trade. Farmers as a class had long 
considered themselves a depressed minority, but in the period of re¬ 
conversion after the First World War, they were able, through the 
forming of a political bloc in Congress, to enact into law a series of 
measures designed to give greater equality in competition to farmers. 
The acts regulating trading in the organized commodity markets had 
their origin at that time. 

1 U. S . v. Schechter Poultry Corp. f et al. t 55 S. Ct. 844. 
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The Capper-Volstead Act, passed by Congress in 1922, authorized 
the incorporation of cooperative marketing associations. These 
associations by their very nature operate to limit competition among 
the individual members. Agreements may be entered into that call 
for the pooling of the output of individual growers, the control of the 
marketing of the product through the manager of the association with 
a view to regulating the flow to market and the stabilizing of prices, 
and the rebating of the proceeds to the members (see Chapter XVIII). 
The Capper-Volstead Act specifically exempted these associations from 
the provisions of the Sherman Antitrust Act, but such exemption was 
subject to the intervention of the Secretary of Agriculture when he 
believed that “such association monopolizes or restrains trade in inter¬ 
state or foreign commerce to such an extent that the price of any 
agricultural product is unduly enhanced thereby.” There is no 
evidence that the Secretary of Agriculture has ever used such power. 

From this permissive right to organize, the Federal government 
proceeded in the Cooperative Marketing act of 1926 actively to sponsor 
the organization of cooperative marketing associations, and a division 
of cooperative marketing was set up within the U. S. Department of 
Agriculture. In 1929, as the solution of the Hoover administration for 
the problem of “farm relief,” the Agricultural Marketing Act was 
passed. This legislation deserves special notice, because it inaugurated 
a new role for government in economic affairs—that of planned control 
of economic activity on a national scale. The act provided for the 
federating of local and regional cooperatives into national cooperative 
marketing associations along commodity lines. Financing at very low 
rates of interest was made available from a revolving fund under the 
control of a Federal Farm Board. Loans were made directly to the 
large cooperatives. The act provided further for a stabilization cor¬ 
poration, which could buy and sell commodities in the open market 
with the purpose of stabilizing prices. In the business depression that 
followed closely upon the passage of the act, stabilization operations 
became of greater importance than the promotion of cooperatives. 
With the collapse of prices in 1932 and the failure of farmers to control 
production, the FFB was no longer a factor in the market. 

Much of the marketing legislation of the New Deal during the 
Roosevelt administration very frankly placed the government in the 
role of planning and controlling, in cooperation with private enterprise, 
large sectors of the national economy. The initiative was largely 
taken over by government agencies, which exercised both coordinating 
and control functions. The limitations of space forbid a review of all 
the acts affecting marketing in this period. Notable among these was 
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the National Industrial Recovery Act, the Bituminous Coal Com¬ 
mission Act, the Sugar Control Act, the Petroleum Conservation Act, 
the Agricultural Adjustment Act, and the Agricultural Marketing 
Agreements Act. 

The National Industrial Recovery Act, as has been already noticed* 
was designed to give business greater freedom of action, short of 
monopoly, under the antitrust acts. The Bituminous Coal Act fixed 
minimum prices for bituminous coal on the basis of average mine costs 
and equalized competition among producers in the various consuming 
markets. The Sugar Control Act set quotas for production and 
imports; set standards for wages paid to labor engaged in sugar-beet 
production; provided for prices to be paid to growers of sugar beets, 
based on costs of production; and set marketing quotas of refined sugar 
for domestic refiners. The Petroleum Conservation Act regulated 
interstate shipments of petroleum in the interest of controlling cut¬ 
throat competition and conserving supplies. The National Industrial 
Recovery Act was held unconstitutional, and the Bituminous Coal 
Commission Act has been repealed by Congress (1945). The remain¬ 
ing controls are still in effect. 

The Agricultural Adjustment Act took over where the Agricultural 
Marketing Act left off. Though it was held unconstitutional in its 
first form, as passed in 1933, the same purposes were accomplished in 
the Soil Conservation and Domestic Allotment Act, which by later 
amendments became the Agricultural Adjustment Act of 1938, now in 
effect. The act declares it to be a policy of Congress to conserve 
national resources and 

... to regulate interstate and foreign commerce in cotton, wheat, com, tobacco, 
and rice 1 to the extent necessary to provide an orderly, adequate, and balanced 
flow of such commodities in interstate and foreign commerce through storage 
of reserve supplies, loans, marketing quotas, assisting farmers to obtain, in so 
far as practicable, parity prices for such commodities and parity of income, 
and assisting consumers to obtain an adequate and steady supply of such 
commodities at fair prices. 

The Agricultural Adjustment Act went beyond the Agricultural 
Marketing Act by setting up a plan of production control. To achieve 
the purpose of soil conservation, the Secretary of Agriculture was 
empowered to make payments to farmers in return for soil-conservation 
practices and to allot to farmers “their equitable share of the normal 
national production of any commodity or commodities required for 

1 By subsequent legislation and interpretation, the act has been made to apply to 
all agricultural commodities. 
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domestic consumption and exports.” When cotton, wheat, com, 
tobacco, and rice were identified as soil-depleting crops, the acreage 
of these crops was brought under control in the interest of achieving 
parity price. 

The idea of parity price is unique as the attempt of a particular 
group to achieve economic equality with other groups. “Parity,” as 
defined in the act, is “that price for the commodity which will give 
to the commodity a purchasing power with respect to articles that 
farmers buy equivalent to the purchasing power of such commodity 
in the base period August, 1909, to July, 1914.” The price so de¬ 
termined is to take account of changes in interest payments per acre 
on farm indebtedness secured by real estate, tax payments on farm 
real estate, and freight rates. 

This attempt to stabilize the purchasing power of farmers, regardless 
of price changes, was motivated by the disparity that had prevailed 
between the prices of what the farmer had to sell and the prices of 
many of the manufactured goods that he had to buy. The contention 
was made that these latter prices were more or less under the control 
of well-organized industrial groups, while the farmer sold his crops in 
a highly competitive market. 

In order to stabilize market supplies, the act further provided for a 
system of commodity loans that would facilitate the holding of crops 
in storage on the farm, and also for marketing quotas. The loans 
operated to place a floor under prices by guaranteeing a price at least 
equal to the loan value of the commodity. Marketing quotas go into 
effect when supplies are greatly in excess of normal needs and after 
a referendum of the producers. Penalties are assessed against farmers 
who exceed their marketing quotas. 

In addition to soil-conservation payments, farmers are entitled to 
benefit payments to make up the difference between parity price and 
the price actually received (market price). Except through control of 
supply, there is no interference with the normal price-making process. 
Compliance of the individual producer with the scheme of control 
under the act is voluntary. 

Further to implement the control of marketing of special crops in 
the direction of “orderly marketing,” and to establish parity prices, 
Congress passed the Agricultural Marketing Agreements Act of 1937. 
The act applies to milk, certain fruits, tobacco, asparagus for canning, 
soybeans, hops, honeybees, and naval stores. Under the terms of this 
act, the Secretary of Agriculture is empowered “to enter into marketing 
agreements with processors, producers, associations of producers, and 
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others engaged in the handling of any agricultural commodity or 
product thereof ... in the current of interstate or foreign commerce... . 
The making of any such agreement shall not be held in violation of 
any of the antitrust laws of the United States.” 

To effect the purposes of the act, the Secretary of Agriculture may, 
after a hearing of the handlers 1 and producers of milk, 

. . . issue an order classifying milk according to the purpose for which it is 
used; fixing or providing a method for fixing minimum prices for each use 
classification which all handlers must pay and the time when payments shall 
be made. Such prices shall be uniform as to all handlers subject to adjustments 
for volume, rfRfcket, and production differentials, the grade and quality of milk 
purchased, and the location at which delivery is made. The order becomes 
effective only if it is approved by at least three-fourths of the producers who, 
during a representative^period have been engaged in production of milk for the 
market, or who, during such period have produced three-fourths of the volume 
of milk produced for market. 

The order is subject to an adjustment “equitably to apportion the 
total value of the milk purchased among producers and associations 
of producers on the basis of their marketings during a representative 
period of time.” 

In agreements covering other commodities, methods are provided 
for limiting the total quantity of the commodity that may be marketed; 
for alloting the amount of the commodity that each handler may 
purchase from producers or handle as the agent of the producer 
during a specified period; for alloting the amount of the commodity 
that each handler may “market in or transport to any or all markets in 
interstate commerce; for determining the existence and extent of 
the surplus of the commodity, and providing for the control and dis¬ 
position of such surplus; for providing for the establishment of reserve 
pools of any commodity and for the equitable distribution of the net 
return derived from the sale thereof among the persons beneficially 
interested.” 

Orders and agreements under the Marketing Agreements Act apply 
only on a regional basis where a marketing or producing area may be 
defined. The milk supplies of most large cities come under this 
control. It is apparent from the provisions of the act that it does much 
to correct the inequalities of agricultural producers. In fact, it would 
be difficult to conceive of a tighter form of monopoly control, except as 
to amount of production, than that prescribed by the act. Only the 
supervision of the Secretary of Agriculture is left as a protection for 
the consumer. 

\ L l Milk-distributing companies and processing industries. 
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This extended discussion of agricultural controls is sufficient demon¬ 
stration of how far we have come from the ideal of laissezfaire toward 
state planning and control of private enterprise. The cataclysm of 
the Second World War carried us, by necessity, further in this direc¬ 
tion, with comprehensive and stringent control of all production goods 
through a system of priorities and control of inventories. Most radical 
and unprecedented has been the control of prices and the enforcement 
of rationing under the Emergency Price Control Act of 1942. 

All these latter controls have been recognized as of an emergency 
and temporary nature and, as this is written, they have been rather 
generally eliminated except as to the control over rents. It is too soon 
to determine what may be the residual effects of the wartime controls 
on the marketing system. 


Summary 

It is clear that, over the last 20 years, the whole theory of automatic 
control through the free action of the market and its consequences for 
general welfare has been under close critical scrutiny. Equally true 
is the fact that since 1933 certain government agencies, notably the 
U. S. Department of Justice and the Federal Trade Commission, have 
been increasingly vigilant with respect to monopolistic types of 
business organization and their effect on the business economy and the 
consumer. Still other agencies of the Federal government have been 
experimenting with a variety of combinations of private enterprise and 
government participation, ranging all the way from friendly supervision 
to the extreme of government ownership and operation, as in the 
Tennessee Valley Authority. 

There are those who argue that there is room for a dual system of 
controls—that there are sectors of our economy that operate best under 
a monopoly form of organization, as is the case with public utilities and 
perhaps, too, with the natural-resource industries, and in those in¬ 
dustries where large amounts of fixed capital are needed and the 
demand for the product is inelastic. In contrast to those situations 
are the many industries where operation is on a small scale, the 
operators are numerous and unorganized, and the demand for the 
products is generally elastic. Here competition seems to work best, 
though, as we have seen, there is much evidence of a disposition 
among these groups to work out forms of organization that will free 
them from the rigors of competition and put them more on an equality 
with better organized groups. 

Cooperative arrangements between government and business present 
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many administrative difficulties, and one must always reckon with the 
repercussions of such experiments on the political organization and 
constitutional ideals of a democratic country. Ideally, a balance must 
be struck between the freedom of business to organize and the power 
of government to control business in the interest of general welfare. 
The goal is the greatest amount of individual freedom and efficiency 
consistent with protection of the public against monopolistic exploita¬ 
tion and the risks of the business cycle. 

QUESTIONS 

1. Distinguish three different views with respect to the relation of government 
to business. 

2. What specific acts of the Federal government were directed at preserving 
competition? 

3. Were the decisions of the U. S. Supreme Court in the Standard Oil and the Steel 
case a contradiction of the policy of Congress to control monopoly? 

4. How do you explain the attitude of the courts in modifying the strict applica¬ 
tion of the Sherman Antitrust Act? 

5. What is 4 ‘unfair competition”? 

6. What acts of Congress were aimed at the control of unfair competitive prac¬ 
tices? 

7. Wby was it that the legal restraints set up against monopoly were ineffective 
in preventing the growth of monopolistic practices? 

8. What controls are provided for in the Robinson-Patman Act? 

9. What trade groups were in favor of the passage of the Robinson-Patman Act? 

10. Is it good policy to restrict competition in order to keep it from becoming cut¬ 
throat in character? 

11. What was the complex of interests behind the passage of the fair trade and 
Tydings-Miller acts? 

12. Is stabilization of prices and profits consistent with a policy of preserving a 
competitive market? 

13. Is nonprice competition an adequate protection of the consumer? 

14. How has the Federal government acted to protect the interest of consumers? 

15. Why is it necessary for government to intervene in organized trading markets? 

16. How should patent controls be modified to protect against their use to achieve 
monopoly control? 

17. On what theory does government intervene to promote the economic interests 
of particular groups, e.g., farmers? 

18. How far should government go in assuming an economic planning function? 

19. Should farmers be forced to bear their own risks in the production and market¬ 
ing of their crops? 

20. How much of their freedom should business groups be willing to surrender in 
order to obtain a greater degree of security? 

21. From the point of view of the consumer, is control of the market by government 
to be preferred to control by large business and labor groups? 
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CHAPTER XXIX 


MARKETING COSTS 

The study of the marketing structure, as it has developed thus far, 
inevitably raises questions concerning the efficiency of its functioning, 
the extent to which defects exist, and the remedial measures that may 
be applied. The present chapter analyzes the problem of defining and 
measuring marketing efficiency. The problem is approached under 
five heads of discussion: (1) the meaning and measurement of marketing 
efficiency, (2) the types of marketing costs, (3) the measurement of 
marketing costs, (4) factors affecting the efficiency of the marketing 
structure, and (5) the direction of remedial action. 

The Meaning and Measurement of Market Efficiency 

Basic concepts. For an understanding of the meaning of efficiency 
as it applies to the marketing structure, it must be remembered, first 
of all, that the function of economic organization is to maximize the 
amount of want satisfaction obtained by each individual as a consumer 
for his expenditures in an economy in which resources are scarce in 
nature. This end of all economic activity cannot, however, be 
separated from the form of economic organization used; for the form 
of economic organization not only helps to determine what is wanted, 
but it also serves to mold the ideas of individuals toward each other. 

In a static economy, with production to order, efficiency may be 
measured solely with respect to how well the consumer is served. In 
a dynamic economy where production is in anticipation of consumer 
demand, the measurement of efficiency must take account of the way 
in which the processes of production and distribution are performed. 
From the viewpoint of the manufacturer-wholesaler, efficiency of 
operation must not only be directed toward maximizing want satis¬ 
faction by having the right thing at the right place at the right time, 
but it must also be considered in terms of cost and physical or operat¬ 
ing efficiency. The cost concept emphasizes the absolute and relative 
costs incurred in carrying on the “functions of distribution” in the ways 
to be described in the next two sections. The concept of operating 
efficiency attempts to measure the ratio of units of useful output to 
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units of input of economic resources. 1 For the manufacturer-whole¬ 
saler and for middlemen generally, the problem is one of deciding upon 
alternative expenditures. From the viewpoint of the consumer, the 
problem is that of attempting to reduce to statistical data the informa¬ 
tion about what people want and why they want the things that they 
do. 

Methods of measuring marketing efficiency. The basic concept of 
efficiency, considered in terms of the ends of economic organization, 
creates almost completely unsolvable problems of measurement. 
Consider fijgf the difficulty of getting information about consumers' 
wants. Such wants are of two kinds, according to the way they are 
reflected: (1) wants that can be known through consumer behavior; 
and (2) latent wante—those which are merely felt by an individual 
and are known only by him, except as they may be revealed to others 
through some form of communication. So long as the consumer's 
desire reflects itself in a purchase, it becomes a datum from which 
businessmen can make decisions. But the second category of wants, 
which is important from a psychological and an ethical point of view, 
evades any quantitative measurement. 

The pricing system, to the extent that it is based on free markets 
with freedom of choice for individuals both as consumers and producers, 
permits individuals to weigh alternative products (including services) 
in terms of their prices, a,nd to register votes for or against given types 
of economic units. This voting process does not operate as it might if 
certain imperfections of the mechanism were not present. Individuals 
as producers and sellers attempt to influence the voter before he casts 
his vote, and the results are significant for changes in prices, in prod¬ 
ucts, and in institutions. The impersonal yardstick of price is, in the 
long run y a good measure of efficiency. 

It is possible, also, to measure the productivity of the economic 
machine in terms of actual and real income, as well as in terms of 
physical output. One may measure efficiency in terms of cyclical 
fluctuations, as they bear on output, income, and employment, as 
reflected in actual and optimum conditions. After all these estimates 
have been made, it is still true that no one can say just what the 
maximum amount of want satisfaction should be and what actually 
was realized in a particular case. 

Without repetition of the analysis contained in Chapter XXVI, it is 
sufficient to note that, as the conditions of perfect competition are 

1 See, for example, N. H. Engle, “Measurement of Economic and Marketing 
Efficiency,” Journal of Marketing , April, 1941, pp. 335-349. 
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approached, the want satisfaction of consumers tends toward a 
maximum. This theory does not assume that consumers buy what is 
good for them in any ethical sense, but only that they can select freely 
among alternatives. In this sense of providing freedom of choice, the 
competitive regime has been characterized as the “most efficient” of 
all economic systems. 

The discussion of the efficiency of the marketing structure from a 
social point of view may be summarized as follows: the over-all end of 
maximizing want satisfaction by individuals, as individuals, does not 
lend itself to any quantitative measurement. Some aspects of the 
problem, such as productivity, comparative standards of living, 
relationships between goods produced and the over-all expenses of 
production and distribution, can be dealt with statistically. The basic 
difficulty centers around two main problems: individual desires may 
result in behavior that remains concealed as feelings ; and to date, no 
definite answer has been obtained to indicate what is “right” in the 
matter of consumer choice and who is to decide what is right. 

Marketing versus production efficiency . Much confusion exists in 
the literature of business concerning the treatment of marketing as a 
field of economic activity separate from production. Orthodox 
economic theory avoids the problem by so defining production as to 
avoid the necessity for discussing marketing as a separate function, 
and by assuming complete vertical integration of business operations. 
It is a platitude to say that goods are produced only to be consumed, 
and that, therefore, marketing and production are not separate. The 
fact still remains that, under present conditions, a functional division is 
apparent in the agency structures that have been described in earlier 
chapters. The fact that distinctions between production and distri¬ 
bution cannot always be made clear creates problems in measuring 
efficiency that must be dealt with. 

When marketing is considered as part of production, there is danger 
that the same criteria will be used for judging the efficiency of each, i.e . 
that emphasis will be placed on large-scale organization and mechan¬ 
ization of operations. This problem will be dealt with in more detail 
in discussing costs attributable to inefficiency of business operation. 
What must be emphasized here, however, is first, that human beings 
as consumers cannot be mechanized as can inanimate materials in the 
process of changing their form. 

Cost as a measure of efficiency . From the point of view of economic 
theory, costs are related to optimum size of the business firm and to 
output. Through cost-price relationships, costs are tied in definitely 
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with consumers’ choice and the maximization of want satisfaction. 
From the point of view of the businessman, the relationship of selling 
price and costs determines monetary gains. Thus, if he is to maximize 
his monetary gains, an effort must be made to determine what the 
components of his costs are, to determine how they may be reduced. 
In this sense, monetary costs have real meaning for the problem of 
efficiency. 

Economics has a responsiblity to furnish guides for social policy. 
It is precisely in this role that monetary costs prove to be not completely 
satisfactorj&as a measure of efficiency, for not all costs of the economic 
process are reducible tQ the terms of dollars and cents. Consideration 
of the evolutionary aspects of modern society may well lead to the 
conclusion that competition “costs too much” in social terms, by 
pitting individual against individual, and by overemphasizing pecuniary 
gains as against nonpecuniary matters. This problem and some of the 
alternative solutions will be discussed in the last section of this chapter. 
It is sufficient here to point out the existence of the problem and the 
fact that its solution involves not perfectly discrete ideas, but rather a 
choice of a “better” as against a “worse.” 1 * * * * & 

A further difficulty in using costs as a measure of efficiency is related 
to the problem of holding constant the functions to which the costs 
apply. This holds true in both production and marketing, but 
particularly in the case of the latter. It is argued that in the last 
analysis an increase in the cost of performing marketing functions by 
a given establishment may represent the addition of new functions 
rather than any inefficiencies in performing the old. Yet it is true, 
also, that such changes, by affecting costs' quantitatively and qualita¬ 
tively, are reflected in selling prices. These prices, in turn, afford the 
consumer a convenient method of comparing alternatives, always 
provided that he knows what alternatives exist and what want satis¬ 
faction he can obtain from each. Apart from questions of ethics, since 
most production takes place in anticipation of his wants, he can and 
does make a decision between present and future alternatives. Finally, 
there is both a monetary and a social cost involved in any attempt to 

1 In this connection, the interested reader is referred to the controversial questions 

raised by Friederich A. Hayek in The Road to Serfdom (Chicago: University of 

Chicago Press, 1944), and the replies in such books as Barbara Wooton's Freedom 

under Planning (Chapel Hill: University of North Carolina Press, 1942), and Herman 

Finer’s The Road to Reaction (New York: Oxford University Press, 1945); see, also, 
selected sections of Frank H. Knight's The Ethics of Competition (New York: Harper 

& Brothers, 1935). 
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educate the consumer along the lines suggested by the “consumer 
movement.” 1 

The Meaning of Marketing Costs 

(iasic concepts . The term “cost,” as used in marketing, has two 
fundamentally opposed meanings. First, it is used in an accounting 
sense, and is applied to the expenses incurred in carrying on those 
internal operations of a business establishment concerned with the 
performance of marketing functions. The term is also applied in this 
connection to the money expenses incurred in performing such functions 
as sales promotion, physical distribution, etc. On the other hand, 
“costs of marketing” is used also to refer to the sum total of expendi¬ 
tures of a marketing agency, plus an allowance for profit. 

The terms “margin” and “spread” are in general use as measures of 
marketing costs. A margin represents an internal accounting deter¬ 
mination of the amount needed by the establishment to cover all its 
costs and a profit; it is, accordingly, the difference, or “spread,” 
between selling price and invoice cost of merchandise. This margin 
may be reduced to percentage terms, to indicate what proportion of 
the sales price is needed to realize a gross profit, or it may be computed 
on a basis of cost. The term “spread” is applied, also, to the difference 
between two levels of prices. It represents the amount necessary to 
cover the cost of moving goods between two classes of markets or 
between two types of sellers and buyers. Thus, there are spreads, or 
margins, between farm and wholesale markets, between wholesale and 
retail markets, between farmers and wholesalers, and between whole¬ 
salers and retailers, just to mention a few. 

There are, in addition, several specialized definitions of cost that 
are applicable to such acts of legislation affecting marketing as those 
governing public-utility rates, the Robinson-Patman Act, and the 
fair trade and unfair trade practices acts in use in many states. Tan- 
nenbaum found a variety of definitions in these acts, in which the 
legislators tried to define cost to the retailer. Examples of definitions 
of the “cost base” are “invoice cost or replacement cost, whichever is 
lower”; “the actual current delivered invoice or replacement cost, 
whichever is lower”; “manufacturer’s list price less discounts.” To 
the “cost base” are added “all costs of doing business,” variously 

1 Involved, as well, are the monetary and social costs of being too rational. It 
may cost a consumer more money in terms of obtaining selected goods and services 
at lower prices. In addition, there may be other costs, such as effects on health 
and failure to do more “important” things, no matter how the importance is de¬ 
termined. 
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defined in the different acts. To the combined total must be added 
(in most cases) 6 per cent of the “total cost at the retail outlet,” in 
order to determine a legal minimum sales price to the consumer. 1 

The different meanings of cost create additional difficulties when 
they are related to the inclusion or exclusion of profits (in the narrower 
sense of the businessman’s usage). Generally, cost measurements as 
applied to a single firm’s marketing activities follow the accounting 
procedure of separating costs (expenses) from gross and net profits. 
Costs, however, as applied to functional or institutional groupings, 
usually include an allowance for profit. On the other hand, the term 
“margin,” whether it is applicable in its internal or external sense, 
includes profit as one element. In some studies of margins and spreads 
for farm products, the term “margin” may be applied only to the farm- 
retail price spread, wfiile the term “marketing charges” is reserved for 
payments received by the marketing agencies furnishing services 
between the farm and the retail market. An additional element in 
the spread between the two price levels reflects government marketing 
taxes and subsidy payments to the agencies. 2 

Types of marketing costs . The preceding discussion has indicated 
that several different bases may be used for computing marketing costs. 
Total marketing costs refer to the dollar value of all services (including 
payments for profits) performed in moving goods from producer to 
ultimate consumer. This total may be subdivided to show the costs 
in terms of component elements, such as manufacturing, wholesale 
trade, retail trade, transportation, etc.; 3 or they may be represented by 
one over-all figure (or a range) without any subdivision into the com¬ 
ponent elements. A further variation may present the data in either 
form for each significant type of commodity. Whatever the method 
of presentation, such measures are related sooner or later to bases of 
national income, gross national product, total retail value, or some 
similar figure. 

Internal costs refer to the costs of performing marketing activities 
within a single business unit. Present accounting methods are just be¬ 
ginning to scratch the surface of this problem, and much work must be 

1 For a discussion of cost under the unfair trade acts, see Robert Tannenbaum, 
Cost under the Unfair Practices Acts , Studies in Business Administration, Vol. IX, 
No. 2 (Chicago: University of Chicago Press, 1939), and E. T. Grether, op. cit. 

2 R. O. Been, et al., “Price Spreads between Farmers and Consumers for Food 
Products, 1913-1944,” U. S. Department of Agriculture Miscellaneous Publication 
No. 576 (Washington, D. C.: Government Printing Office, September, 1945), p. 7. 

8 Does Distribution Cost Too Mucht (New York: Twentieth Century Fund, 1939). 
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done on a sound professional basis to raise the quality of distribution 
cost accounting to that of production cost accounting. The kinds of 
costs considered and the bases for their allocation are dealt with in the 
next section of this chapter. 

Cost may be analyzed functionally for the purpose of measuring the 
relative efficiency of the various marketing functions. In this connec¬ 
tion, the most common method of classifying the data is that which 
utilizes the grouping of functions found in Chapter II. Again, costs may 
be measured and analyzed in terms of institutional groupings. This 
treatment may take the form of presenting the costs for all retail mid¬ 
dlemen, etc., or it may attempt to present costs for different types of 
retail middlemen and for each establishment in given geographical 
areas. 

Finally, the analysis and presentation of marketing costs may show 
the costs of marketing particular commodities or groups of commodities. 
The analysis may present over-all total costs or may break down these 
costs under commodity classifications along the lines suggested in the 
foregoing presentation. 1 

Production versus marketing costs. One important limitation to be 
borne in mind arises from the conceptual difficulties involved in dis¬ 
cussing production as against marketing functions. The difficulty may 
arise from two important sources. Joint facilities may be involved in 
internal operations. For example, a given manufacturing plant may use 
the same physical and labor facilities for receiving and routing inbound 
goods, used as raw materials in production, and in shipping the out¬ 
bound finished product. The second difficulty arises from the fact that 
a given expenditure may have both production and marketing reper¬ 
cussions. Costs of experimentation on new products may involve both 
research in a company’s laboratory and experimentation with a con¬ 
sumer’s panel, or with a selected group of retail outlets. Expenditures 
for advertising may achieve a scale of production and a regularity of 
demand that may result in economies of large-scale, regularized pro¬ 
duction. The same results may be achieved by using certain types of 
middlemen, or by using specific policies, such as guarantees against 
price decline, or by product standardization and simplification. In the 
final analysis, the combination of production and marketing costs 
might be reduced, even though certain component elements may in¬ 
crease, or the reverse action may result. 

The difficulty becomes even more apparent in terms of the effects 

1 Within these groupings, it must be remembered, the general analysis may 
utilize cost data, margin data, spread data, or a combination of these. 



610 


MARKETING 


that certain marketing policies may have on per unit overhead cost of 
distribution. These unit costs may be reduced as a result of efforts made 
to increase sales volume within the existing overhead-cost framework, 
or through emphasis on marginality in terms of multiple-product situa¬ 
tion, or by adding to or contracting the number of products. These rela¬ 
tionships pose problems of definition and of measurement. The fact that 
there are limitations to our present store of knowledge is a challenge to 
further research. 

The Measurement of Marketing Costs 

The available analytical tools and their limitations . Two kinds of 
analytical tools have been used by writers on this subject within (and 
in many cases without) the conceptual framework of economic theory. 
Over a period of years, a body of applied accounting theory called ‘* dis¬ 
tribution cost accounting” has been developing gradually. Accounting 
has also emphasized the use of the budget as a device for management 
control. 

Distribution cost accounting emphasises several different bases for 
grouping and allocating distribution expenses of a direct and an indirect 
nature. 1 The analysis of distribution costs is concerned with expense 
groupings related to the purpose for which such expenses were incurred; 
salaries and wages, advertising, losses from bad debts, depreciation, 
taxes, insurance, salesmen’s traveling expenses, and the like. Often 
chronological comparisons of each grouping in terms of dollar amounts 
and the relation of expense to dollar volume of sales and physical units 
reveal trends that may be significant in evaluating and controlling 
operations, particularly if budgetary control is used. 

A second grouping of expenses which involves breakdown by func¬ 
tions, is useful especially when coupled with customer and product 
groupings and with internal departmentization of marketing functions. 
One of the serious problems involved, in addition to determining the 
most useful subdivision of functions, centers around the unit of expense 
allocation. Many of the units selected are arbitrary; 2 and many repre¬ 
sent no fundamental basis, either for allocation or for budgetary control. 

One of the most valuable concepts being applied as an analytical 

1 See the following: 

J. B. Heckert, The Analysis and Control of Distribution Costs (New York: The 
Ronald Press Company, 1940). 

D. R. Longman, Distribution Cost Analysis (New York: Harper & Brothers, 1941). 
H. F. Taggart, Distribution Cost Accounting for Wholesaling , U. S. Department of 
Commerce, Domestic Commerce Series No. 106 (Washington, D.^C.: Government 
Printing Office, 1939). 

* Taggart, op. cit. t pp. 10-11. » 
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tool in distribution-cost accounting is that of differential costs. This 
concept may be applied in terms of trying to determine the relative 
profitability of accepting given orders on either a temporary or a per¬ 
manent basis, given certain proportions of fixed costs, certain methods 
of allocating such costs, and certain marketing and pricing policies. The 
second application concerns the measurement of sales and profits re¬ 
turns derived from the expenditures of additional amounts for such 
marketing purposes as advertising. In this connection, it must be re¬ 
membered that the Robinson-Patman Act has exercised a considerable 
influence over distribution-cost accounting . 1 

A fourth fruitful grouping involves determining from the establish¬ 
ment’s organization chart which departments perform marketing 
functions, and by that means determining which expenses must be al¬ 
located and what is their grouping as either direct or indirect . 2 Addi¬ 
tional cost analyses may be made by groups of products, by geograph¬ 
ical territories, and by size of customer and order. 

Statistical methods have been used in a number of ways to comple¬ 
ment and supplement accounting analyses. In the first place, they have 
been used to make analyses of various data available internally. One 
author 3 suggests the following methods: by expressing costs as percent¬ 
ages either of sales or of gross margins; by computing rates of stock 
turn; by computing the percentage of sales collected by the credit de¬ 
partment; by computing the number of days’ sales represented by “ac¬ 
counts receivable,” still outstanding and uncollected; by determining 
average unit sales, etc. Statistical methods can be used to compare an 
individual firm’s cost position with certain common figures, as issued 
by the National Retail Dry Goods Association or by similar groups, 
provided that certain technical precautions are taken. Another use of 
statistical methods is that by means of them cost comparisons and 
margin comparisons can be made by functional, middleman, and com¬ 
modity groupings. Finally, statistical methods may be blended with 
economic theory to yield short-run and long-run cost curves . 4 

The whole field of distribution-cost accounting and cost analysis is 

1 Ralph S. Alexander et alMarketing (Boston: Ginn and Company, 1940), p. 
688; and C. H. Sevin, “Sales Cost Accounting and the Robinson-Patman Act,” The 
Journal of Marketing , January, 1938, pp. 214-218. 

8 Ibid., pp. 13-24. 

8 Longman, op. cit., pp. 19-26. 

4 Joel Dean, Statistical Cost Functions of a Hosiery Mill , Studies in Business 
Administration, Vol. XI, No. 4 (Chicago: University of Chicago Press, October, 
1941); also, Joel Dean and R. W. James, The Long-run Behavior of Costs in a Chain 
of Shoe Stores: A Statistical Analysis , Studies in Business Administration, Vol. XII, 
No. 3 (Chicago: University of Chicago Press, May, 1942). 



612 


MARKETING 


so new that most of the published works on the subject have appeared 
since about 1929—more particularly since the Robinson-Patman Act 
of 1936. Both the accounting and the statistical tools in use presently, 
are full of limitations and inadequacies, and the data available for 
presentation suffer accordingly. 1 

Data of total marketing costs . Several studies have been made that 
are designed to measure the total costs of marketing or of distribution. 
In one study conducted by The Twentieth Century Fund, 2 the costs of 
distribution in 1929 were estimated at 38.5 billions of dollars, or about 
59 cents ouj^of every dollar spent by the consumer. By far the largest 
part of this total, 12.6 billion dollars, represented the cost of retail dis¬ 
tribution, while 9.1 billion dollars went for distribution costs of manu¬ 
facturers, 8.8 billion dollars for transportation, 7 billion dollars for 
wholesale trade, ancf the remainder for miscellaneous items. 

Another authority 3 attempting to measure the costs of marketing for 
the same year, arrived at a total of 27 billion dollars, divided as fol¬ 
lows: retail-store operation, 14 billion dollars; wholesaling, 6 billion 
dollars; manufacturers 7 selling cost, 3 biHion dollars; and freight trans¬ 
portation, 4 billion dollars. The sharp differences between these two 
sets of figures, illustrate the difficulties inherent in computing and ana¬ 
lyzing such data. 

A third source of data (see Table 93) compares marketing costs for 
1929, 1935, and 1939, by component elements, and relates the total to 
the gross national product. From these data it is apparent that the costs 
of marketing are highest for retailing; that the total costs vary with 
cyclical fluctuations and changes in the price level; and that anywhere 
from 28J/£ to 34 cents out of every dollar of gross national product is 
necessary to cover such costs. The same source indicates that in 1941, 
total costs ranged between 35 and 40 billion dollars, or about one-third 
of the nation’s entire output (in dollars) of goods and services. 

A fourth source 4 * estimates the costs of marketing in 1929 at 39.4 bil¬ 
lion dollars, based on the wealth created by marketing. This “wealth- 
produced” item is assumed to be the same as cost and represented about 
52 per cent of the total value added to products in that year, and was 

1 For a critical approach to the whole field, see Longman, op. cit. Pages 259-268 
of this book contain an excellent bibliography. 

2 Does Distribution Cost Too Muchf (New York: Twentieth Century Fund, 1939.) 

8 L. D. H. Weld, ‘‘Our 27 billion-dollar Marketing Bill,” Printers’ Ink Monthly, 

March, 1932, pp. 22-23, and 61-62. 

4 Paul D. Converse and Harvey W. Huegy, The Elements of Marketing , 2d rev. 

ed. (New York: Prentice-Hall, Inc., 1942), pp. 817-819. 
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about 3.3 billion dollars higher than the wealth produced by production 
activities. 

In any case, disregarding variations between sources, the estimates 
of marketing costs represent a significant figure, no matter on what base 
the comparisons are founded. Further analysis of the significance of the 
data will be made in a later section. 


TABLE 93.—RANGE OF ESTIMATED MARKETING COSTS IN THE 
UNITED STATES, 1929, 1935, AND 1939* 

(in billions of dollars) 


Item 

1939 

1935 

1929 

Manufacturers* marketing costs. 

Marketing costs of farmers and of other pro¬ 
ducers . 

6.8- 7.3 

1.0- 1.5 
5.0- 6.0 
10.0-10.5 
2.5- 3.5 

5.8- 6.2 

0.9- 1.3 
4.0- 5.0 
8.0- 8.5 
1.5- 3.0 

7.0- 8.0 

1.5- 2.0 

6.5- 7.0 
11.5-12.0 

3.5- 5.0 

Wholesaling costs. 

Retailing costs. 

Transportation costs, not included elsewhere.. . 

Total. 

25.3-28.8 

20.2-24.0 

30.0-34.0 


Gross national product. 

88.1 

70.8 

99.4 

Marketing costs as a percentage of the gross 
national product. 

28.7-32.7 

28.5-33.9 

30.2-34.2 


* N. H. Engle, “Marketing Costa and Efficiency: General vs. Specific Opportunity for Greater 
Savings,” Trusts and Estates , September, 1942, pp. 211-214. 

Illustrations of marketing costs and margins, by functional groupings, 
for selected commodities . At present no data are available that measure 
marketing costs for each of the groups of functions discussed in earlier 
chapters. The preceding discussion measured costs in terms of over-all 
functional groupings. This section will present a cross-sectional view of 
costs and margins for functional groupings, based on selected commod¬ 
ity studies made principally in the agricultural field. 

Table 94 presents a chronological comparison of the margins required 
by each functional group involved in handling livestock and processing 
meats, based upon data for 1925-1928, 1931-1934, and 1939. In view of 
the fact that processing operations are included, these data deal with 
other than purely marketing functions; however, even on this basis, it 
will be seen that the retail margin is the largest single one, and that it 
has fluctuated as a percentage of the retail value of all meats combined, 
owing to the relative inflexibility of many of its component elements. 
The margins required for performing wholesaling operations for both 
meat and livestock are much smaller and more stable. 
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TABLE 94.—VALUES AND MARGINS FOR MARKETING LIVESTOCK, 
AND FOR PROCESSING AND DISTRIBUTING MEATS, BASED 
ON THE RETAIL VALUES OF ALL MEATS COMBINED, 
1925-1928, 1931-1934, AND 1939* 


Item 

Values per pound, 
in cents 

Percentage of retail 
value 

1925- 

1928 

1931- 

1934 

1939 




Value at retail*. 

25.0 

16.3 

23.5 

100.0 

100.0 

100.0 

Margins for retailing.„. 

5.6 

4.9 

5.6 

22.4 

30.1 

24.0 

Value at wholesale. 

19.4 

11.4 

17.9 

77.6 

69.9 

76.0 

Margins for wholesaling. 

1.1 

1.0 

1.4 

4.4 

6.1 

5.8 

Value at packing plant T . 

18.3 

10.4 

16.5 

73.2 

63.8 

70.2 

Margins for processing. 

3.7 

3.0 

3.5 

14.8 

18.4 

14.9 

Market value of livestock. 

14.6 

7.4 

13.0 

58.4 

45.4 

55.3 

Margins for marketing livestock. 

0.9 

0.9 

1.0 

3.6 

5.5 

4.3 

Value received bv Droducer. 

13.7 i 

6.5 

12.0 

54.8 

39.9 

51.0 


* Knute Bjorka, “Marketing Margins and Costs for Livestock and Meat,” U. S. Department of 
Agriculture, Bureau of Agricultural Economics, Technical Bulletin No. 932 (Washington, D. C.; Govern¬ 
ment Printing Office, 1947). 

TABLE 95.—COMPARISON OF THE DISTRIBUTION OF THE CON¬ 
SUMER’S DOLLAR PAID FOR APPAREL AND HOUSEHOLD 
GOODS MADE. OF COTTON AND WOOL, BY OPER¬ 
ATIONS OR SERVICE, 1939* 


Operation or service 

Cottons, cents 

Wools, cents 

Retailing. 

32.6 

34.8 

Wholesaling. 

8.2 

3.1 

Manufacturing. 

29.9 

34.6 

Dyeing and finishing cloth. 

8.5 

13.4 f 

Spinning yarn and weaving cloth. 

10.5 

Merchandising. 

2.1 

2.7 

Ginning and baling. 

0.7 

Farm production. 

7.5 

11.4 



* L. D. Howell, “Marketing and Manufacturing Margins for Textiles,” U. S. Department of 
Agriculture, Technical Bulletin 891 (Washington, D. C.: Government Printing Office, March, 1945), 
pp. 6 and 14. 

f Amount for manufacturing, dyeing, and finishing woolen and worsted fabrics and yarns. 


Considerable information on marketing and manufacturing margins 
for cotton and wool textiles is summarized in Table 95. Once again, the 
retailing margin accounts for the largest share, second only to manu¬ 
facturing operations. 
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A study published in 1945, computes the national marketing bill for 
farm food products for the period 1913-1944 in terms of a “market 


TABLE 96.—AVERAGE PERCENTAGE MARKETING AND PROCESSING 
MARGINS FOR FARM FOOD PRODUCTS, BASED ON THE RETAIL 
COST OF 1935-1939 AVERAGE ANNUAL PURCHASES BY 
A FAMILY OF THREE AVERAGE CONSUMERS, 

1913-1943* 



* E. O. Been, et aX. % "Price Spreads between Farmers and Consumers for Food Products,” 1913-1944, 
U. S. Department of Agriculture, Bureau of Agricultural Economics, Muccllaneous Publication No. 576 
(Washington, D. C.: Government Printing Offioe, 1945). 
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basket” and its component elements. 1 The items measured, showing the 
relation between retail cost and net farm value, are shown in Table 96 
for the market basket and its principal components. While the data do 
not permit a distinction to be made between the margins for actual 
marketing operations and those for purely processing operations, they 
do reveal wide variations between commodity groupings in the over-all 
margin, and quite different behavior from year to year. 2 Meats and 
poultry and eggs, for example, are quite outstanding in the small size 
of the over-all margin, relative to the other major groupings. 

Somewhat different types of cost and margin data are shown for 
selected fruitsand vegetables in Table 97, based on Federal Trade 
Commission studies. Unlike some of the previous commodities studied, 
there are examples of both fruits and vegetables (viz., table grapes and 
Texas cabbage) for vliich the transportation costs exceeded the retail 
margin. Quite wide margins are apparent from commodity to com¬ 
modity, so that proceeds to growers varied from 11.3 percent for Florida 
cabbage to 53.9 per cent for Eastern Shore new potatoes. 

Finally, for purposes of this section, some attention should be paid 
to Engel's estimates of costs of distribution for selected commodities, 
expressed as percentages of their respective retail values. 3 For 10 dif¬ 
ferent commodities, on the basis of 1935 data, he determined that costs 
of distribution ranged from as much as 66 per cent to 33.2 per cent as 


follows: 

Commodities Per cent 

1. Drug grinding.66.0 

2. Essential oils.65.8 

3. Refrigerators.54.7 

4. Radios and phonographs.54.6 

5. Patent medicines.54.4 

6. Washing machines.:.51.5 

7. Furniture. 48.7 

.8. Perfumes, etc.48.1 

9. Confectionery.43.6 

10. Cigars and cigarettes.33.2 

1 Been, et al ., op. tit. 


8 This study erroneously refers to the margin as merely the marketing margin. 
This is true only for those product groupings—poultry and eggs, and fresh fruits 
and vegetables—which require no processing before being sold to consumers. 

3 N. H. Engle, “Distribution Cost Analysis by Commodities,” Ninth Boston 
Conference on Distribution, Sept. 21, 1937. 
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It is not to be inferred from these 10 commodities that there are no 
others that have neither higher nor lower percentages. 

Illustrations of selling and advertising expenses and gross margins. 
The Federal Trade Commission has been gathering a considerable 
body of information on advertising and other selling expenses. 1 Data 
pertaining to 533 corporations in several lines of business are presented 
in Table 98. It will be noticed that average selling expenses ranged from 
as little as 1.38 per cent of sales for six copper-producing and manufac¬ 
turing corporations to as much as 25.06 per cent for eight business ma¬ 
chine and typewriter corporations. Selling expenses of corporations in 
17 different commodity groupings were below 5 per cent of the total 
sales of each corporation. On the other hand, the percentages for 
corporations in four other groupings are shown to have exceeded 20 per 
cent. 

Advertising expenses for the same group of corporations varied from 
0.09 per cent of sales for five beet sugar refining corporations to 20.65 
per cent for eight perfume and cosmetic manufacturers. The great ma¬ 
jority of the corporations and commodities studied had advertising 
expenses amounting to less than 5 per cent of sales. Gross margins on 
sales ranged from 11.30 per cent for 33 cotton-textile manufacturers to 
64.40 per cent for six corporations manufacturing nonalcoholic bever¬ 
ages. 

One final piece of evidence can be offered regarding the importance 
of advertising in the manufacturer’s dollar of sales cost in 1940, based 
upon a study of 2,716 corporations in 91 industry and sub-industry 
groups made by the F. T. C. 2 These data are listed in Table 99. The 
conclusions of this study are worth quoting. The same source indi¬ 
cated that for 439 wholesalers in 1939, the average advertising expendi¬ 
ture ranged from .03 cents per dollar of sales for men’s and boys’ 
clothing to 1.08 cents for paints and varnish. Similar relationships 
for 1,527 retailers ranged from .59 cents for lumber to 4.33 cents for 
women’s clothing. 

1 These data are drawn from the commission’s series of Industrial Corporation 
Reports and its studies of “Distribution Methods and Costs,” issued during 1944. 

2 Federal Trade Commission, “Distribution Methods and Costs, Part V: Adver¬ 
tising as a Factor in Distribution” {Summary Report , dated Oct. 30, 1944), p. 4 
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TABLE 98—ADVERTISING AND SELLING EXPENSES AND GROSS 
MARGINS OF SELECTED CORPORATIONS, AS PERCENTAGES OF 
SALES, BY COMMODITY AND INDUSTRY CATEGORIES* 


Industry and commodity 

Number 
of cor¬ 
porations 

Selling 

expenses 

Adver¬ 

tising 

expenses 

Gross 

margin 

Food products: 





Food specialties. 

4 

9.59 

8.97 

36.70 

Bread and bakery products. 

7 

24.07 

3.03 

37.96 

Biscuits and crackers. 

4 

20.61 

3.45 

44.88 

Cereal pre?9l-ations. 

8 

6.20 

10.25 

32.49 

Fruit and vegetable canning. 

10 

6.25 

5.41 

28.45 

Confectionery. 

11 

6.98 

6.28 

34.66 

Cane-sugar refining. w . 

7 

1.85 

0.21 

17.10 

Beet-sugar refining. 

5 

2.61 

0.09 

28.08 

Corn products. 

5 

5.93 

2.54 

30.14 

Milk and milk products. 

8 

9.80 

0.75 

20.57 

Beverages and tobacco: 





Nonalcoholic beverages. 

6 


9.81 

64.40 

Malt beverages. 

21 ' 


6.06 

31.00 

Cigarettes and tobacco. 

6 


4.96 

20.20 

Soap products and toiletries: 





Soaps and related products. 

10 


12.31 

38.77 

Perfumes and cosmetics. 

8 


20.65 

57.47 

Clothing and textiles: 





Men’s, youths’ and boys’.,. 

10 

13.45 

4.94 

31.17 

Knit goods. 

17 

7.40 

1.92 

20.49 

Rayon and allied products. 

7 

2.10 

0.97 

23.83 

Woolen and worsteds. 

22 

3.74 

0.25 

14.17 

Cotton textiles. 

33 

2.94 

0.44 

11.30 

Leather. 

Household equipment: 

16 

11.21 

1.83 

24.00 

Glass and glassware. 

6 

6.82 

1.27 

29.11 

Silverware and plated ware. 

8 

10.44 

5.28 

31.57 

Heating and cooking. 

8 

13.80 

2.17 

31.97 

Domestic laundry. 

8 

6.50 

1 3.08 

23.97 

Radio and phonograph. 

1 7 

5.32 

3.30 

23.65 

Refrigeration equipment, etc. 

5 

10.31 

3.36 

27.31 

Wool carpets and rugs. 

7 

5.07 

1.69 

25.83 

Automotive and petroleum: 





Motor vehicles....'.. 

8 

2.87 

2.33 

20.88 

Auto parts and accessories. 

17 

3.37 

0.98 

20.80 

Petroleum. 

8 

14.06 

1.41 

32.56 








































MARKETING COSTS 


621 


TABLE 98.—ADVERTISING AND SELLING EXPENSES AND GROSS 
MARGINS OF SELECTED CORPORATIONS, AS PERCENTAGES OF 
SALES, BY COMMODITY AND INDUSTRY CATEGORIES* 
Continued 


Industry and commodity 

Number 
of cor¬ 
porations 

Selling 

expenses 

Adver¬ 

tising 

expenses 

Gross 

margin 

Hardware and building supplies: 





Paints and varnish. 

9 

13.11 

2.99 

31.32 

Hardware. 

14 

7.97 

1.08 

26.50 

Saws, files, hand tools. 

6 

9.77 

1.67 

32.83 

Gypsum, etc. 

10 

11.40 

2.12 

30.93 

Metals: 

Tin can and tinware. 

4 

2.86 

0.56 

20.60 

Copper. 

6 

1.38 

0.19 

29.19 

Lead and zinc. 

6 ! 

3.19 

0.67 

20.84 

Industrials: 





Industrial chemicals. 

13 

6.82 

0.75 

35.09 

Steel and rolling mills. 

10 

2.74 

0.10 

17.96 

Engines, etc. 

7 

8.99 

1.18 

' 31.19 

Railroad equipment. 

9 

3.42 

0.17 

18.35 

Steel castings. 

6 

4.52 

0.13 

25.73 

Coke ovens. 

4 

5.43 

0.89 

22.73 

Gray iron, etc. 

4 

3.53 

0.47 

20.69 

Machine tools. 

6 

8.78 

0.87 

31.32 

Machine-tool accessories. 

6 

9.71 

0.73 

28.32 

Pumps, etc. 

4 

13.54 

1.01 

29.78 

Machinery: 





Agricultural implements. 

7 

11.25 

1.50 

27.15 

Electrical machinery. 

19 

9.55 

1.96 

31.98 

Other machinery. 

11 

10.48 

0.87 

23.68 

Miscellaneous: 


| 



Aircraft. 

7 

1.78 

0.25 

28.39 

Books and magazines. 

9 

23.41 

2.96 

41.81 

Business machines and typewriters 

8 

25.06 

2.54 

52.48 

Clay products. 

6 

6.81 

0.27 

28.57 

Fertilizers. 

6 

6.98 

0.66 

16.99 

Firearms, etc. 

4 

6.49 

2.41 

32.42 

Matches. 

7 

12.75 

0.13 

25.87 

Paper and pulp. 

13 

3.76 

0.94 

22.42 

Rubber products. 

5 

15.11 

3.12 

34.97 


* Federal Trade Commission, Industrial Corporation Reports , as reprinted in Printer's Ink Monthly, 
August, 1944 
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TABLE 99.—MANUFACTURER’S PER DOLLAR OF SALES COST OF 
ADVERTISING IN 1940, BY INDUSTRY GROUPS 


Amount, cents 

Less than . 

M-Vi . 

M-l. 

1 - 1 ^. 

1M-2. 

2-2 ^. 

2^-3. 




4- 5... 

5- 10.. 
10-14 


Number of industry 
groups 

. 11 

.14 

.17 

. 9 

.13 

. 9 

.4 

. 4 

. 2 

. 4 

. 4 


In 1940, the advertising expenditures of 2,716 manufacturing corporations 
in 91 industry and subindustry groups ranged from a minimum of .06 cents out 
of a dollar of sales for the ship-building industry to a maximum of 13.94 cents 
out of the manufacturer's sales dollar for drugs and medicines. . . . 

In 1940, shipbuilding, crude-petroleum producing, merchant pig-iron manu¬ 
facturers, copper smelters and refiners, ancf cane-sugar refiners were the five 
industry groups with the lowest advertising expense, with beet-sugar processors 
ranking sixth in lowness of advertising per dollar of sales; the range for the 
lowest five being from .06 to .17 cents per dollar of sales. At the upper range 
were drugs and medicines, highest, followed by cereal preparations, cigarettes, 
soaps and cooking fats and distilled liquors, with malt beverages ranking sixth 
from the highest. The range of the five highest was from 13.94 cents to 9.79 
cents per dollar of sales. Motor-vehicle manufacturers, whose advertising is 
conspicuous in peacetime, was only slightly higher than the average for 2,549 
corporations in 1940, namely, 1.94 cents per dollar of sales compared with the 
average of 1.87 cents. 1 


Costs and expense ratios for wholesale and retail middlemen. No dis¬ 
cussion of marketing costs would be complete without a discussion of 
the costs of doing business of wholesale and retail middlemen. Much 
of the material pertinent to this topic has been presented already in the 
chapters dealing with the various types of wholesale and retail middle¬ 
men (see Chapters VIII to XIII, and XIV to XX). Moreover, the 
discussion of the total costs of marketing has established the over-all 
absolute and relative costs of the wholesale and retail functions. 

Considerable data are available through government and private 
agencies pointing up the composition of costs for various types of whole¬ 
sale and retail middlemen in relation to type of commodity sold, size of 

1 Federal Trade Commission, “Distribution Methods and Costs, Part V; Advertis¬ 
ing as a Factor in Distribution" (Summary Report , dated Oct. 30, 1944) p. 6. 
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operation, and type of organization. All the evidence leads to the same 
conclusion; t.e., that out of the consumers' expenditures more, typically, 
is spent for the performance of the retailing function than for any other 
marketing function. Not infrequently the cost of performing the retail¬ 
ing function is equal to or exceeds the sum total of all other marketing 
costs. 

Mortality of marketing institutions . x No one has yet been able to com¬ 
pute the costliness to society of the mortality rate of wholesale and, 
particularly, of retail middlemen. Recently, however, the U. S. Depart¬ 
ment of Commerce has released detailed data dealing with the business 
population. 2 While these data do not indicate the assets of the units 
involved and their total sales, in order to measure the importance of the 
changes in business population, they do measure the shifts in numbers 
of units. Table 100 presents a summary of the important data. 

Apart from the fact that, as of the close of 1945, there were more than 
400,000 additional business firms as compared with the end of 1943, 
and that the total number of business firms was only 160,000 less than 
on Sept. 30, 1941, the data in Table 100 are significant in revealing the 
predominance of business units in the field of retail trade and service. 
About three out of every five declines in number were accounted for by 
firms engaged in retail trade, and about one out of every six by units in 
the service industries. Thus, the bulk of new businesses, discontinued 
businesses, and business transfers are found in these industrial cate¬ 
gories. These facts reflect the inherent small-scale operation of retail 
trades and service industries in many fields, as well as the effect that 
characteristic has on ability of management, financial strength, etc. 

Factors Affecting the Efficiency of the Marketing Structures 

There are many factors related to the internal operations of indi¬ 
vidual enterprises that affect the efficiency of their performance and 
the costs associated with them. This section is designed, however, to 
approach the problem from a broader point of view. The discussion 
centers around four main topics: (1) changes in the economic system, 
(2) the nature of the consumer, (3) costs attributable to inefficiences of 
operations, and (4) the nature of government regulations. While this 
fourfold division of subject matter makes for orderliness in discussion, 
it must be kept in mind that the factors are interrelated, overlap each 

1 The reader should review the discussion contained in pages 166 to 168. 

3 Donald W. Paden and Alice Nielsen, “Recent Trends in the Business Popula¬ 
tion,” Survey of Current Business t May, 1946, pp. 16-23. 
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other, and operate simultaneously to affect the efficiency of the market¬ 
ing system. 

The effects of changes in the economic system . Nowhere else in the 
world has the impact of specialized large-scale production so affected 
the functioning of the marketing structure as in the United States. Not 
only has it increased the amount of goods available for distribution, but 
it has also increased the variety of goods and has complicated the prob¬ 
lems of marketing by concentrating production in relatively few places, 
while making possible national and international markets. Individuals 
no longer cii approach any significant degree of self-sufficiency, and at 
the same time indulge their expanded desires. As a result, the marketing 
structure has had to handle both greater physical volumes of goods and 
greater varieties, as ^pchnological improvements have been transformed 
into actual products. These products, furthermore, are not always 
tangible commodities, although as services they may have to be housed 
in tangible facilities. The motion-picture industry represents a tech¬ 
nological improvement that renders principally an intangible service. 
Conservative estimates place the increase in industrial production since 
the beginning of the century at more than three times. 

The changes in the nature of production have affected, also, the in¬ 
stitutional framework of the marketing structure. When, at an earlier 
date, production failed to balance demand, manufacturers generally 
paid little attention to their marketing problems and were content 
to use independent wholesale and retail middlemen. The shift from 
the general environment of a sellers’ market to that of a buyers’ market, 
and the increasing complexities of marketing a larger output of goods, 
resulted in more attention being paid to marketing and in a trend 
toward integrated marketing operations. With this change came a 
greater diversity of middlemen and more emphasis on “service” than 
on price as an inducement to purchase. 

Population shifted increasingly from rural to urban centers and from 
small cities to large cities. The impact of urbanization on the complex¬ 
ity of the marketing structure has been discussed at various points 
throughout this book, but the complete story is yet to be told. One can 
only hint at the effects on the marketing structure of more complex 
transportation arrangements; smaller average size of families; less stor¬ 
age space in the home and, accordingly, more frequent purchases; the 
greater emphasis on style; and similar changes in mode of living and 
expression of taste. Further, the increasing scale of operation, on the 
one hand, and the nature of urban life, on the other, placed a heavy 
premium on methods of contacting customers who, in most cases, were 
unknown to the producers $nd to the marketing middlemen. A further 
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complication for the seller was the rapidity with which urban people 
change location, consumption habits, and the like. All these changes 
have had an effect on marketing costs. 

Many authorities have made a considerable point of the wastes of 
competition as an explanation of inefficiences and high costs. What 
seems actually to be the case is that costs have increased because of the 
increasing complexities introduced by the impact of imperfect com¬ 
petition. That impact has been felt, first of all, in the changing func¬ 
tioning of the market as a mechanism for establishing prices for factors 
of production and for finished products. This has led, ultimately, to all 
the difficulties related to the determination of price policies and the 
role of price as a coordinating and controlling factor (see Chapter 
XXVI). 

Much of what is alleged to be the cause of inefficiency and “waste” 
in the marketing structure has its origin in nonprice competition. Costs 
of product differentiation—notably, the cost of advertising competing 
brands—and over-emphasis on services as a means of diverting the 
buyer’s attention from price are elements of strategy in an economy of 
imperfect competition. This is the way the game of marketing is played 
and, in the appraisal of its costs, it is misleading to associate them with 
the kind of competition in which price alone was relied upon as a regu¬ 
lator of the market. Even so, it is idle to raise the question of what costs 
might be if pure competition prevailed, since we have no evidence that 
it ever existed. 

The nature of the consumer . Perfect competition has failed in one of 
its theoretical aspects because of the inability of the consumer to ac¬ 
quire complete knowledge of the market. The sales promotional efforts 
of sellers cannot alone be blamed for the consumer’s demand for variety, 
particularly in style goods. The insistence of consumers as a class on the 
performance of expensive services has important repercussions on cost 
of marketing. Under such circumstances, price becomes a secondary 
consideration. On the other hand, consumers have learned to patronize 
those mass retailers who actively promote lower prices, and the growing 
importance of consumers’ cooperatives in certain localities and of the 
“consumer movement,” in general, indicate that the consumer is cap¬ 
able of rationality in matters economic. Many consumers practice 
economies in purchasing those staple items which constitute a signifi¬ 
cant part of their daily budgets, in order to spend proportionately more 
money on luxury goods and services. Thus a family may actively seek 
out low prices for food and clothing in order to smoke more cigarettes, 
or to attend more shows, or even to buy an automobile. 

No one knows just how many “educated” consumers practice “costly” 
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consuming habits. The same person who patronizes a supermarket 
for food and a chain store for drugs may insist on purchasing new shoes 
before the old pair is worn out or on returning wearing apparel because 
she has had such merchandise delivered from more than one source. 
Yet, it is the essence of individual freedom that the consumer be the 
sole judge of the want satisfaction obtained by her in the selection of 
such alternatives. How many of us plan our purchases of food so that 
these items are bought most conveniently and at lowest prices? How 
much more objective production in advance of purchase could be if 
each indivij^al could and would budget each item in terms of price, 
quality, quantity, and time of purchase. 1 

Costs attributable to inefficiency of operation . Individual freedom, as 
practiced in this country, has made it possible for many persons to turn 
to the field of retailing as a haven in which to become economically 
“free” by being one's own boss. This exercise of freedom, without ac¬ 
companying technical knowledge and financial strength, is one of the 
single most important sources of inefficiency of operation and accounts 
for the high proportion of business mortalities and transfers found in 
retailing. 

However, ignorance of management techniques and of cost is found 
all too frequently in other marketing operations. Mechanical methods 
have not been used to the degree possible in marketing, although their 
use in mail-order operations, in many warehouses, in transportation, 
and in large-scale wholesale and retail units provides contradictory 
evidence. Too often, businessmen fail to do an objective job of pricing 
merchandise because of inadequate knowledge of costs. Many fail to 
use accounting records for controlling the effectiveness of selling opera¬ 
tions and correcting obvious faults. Yet great progress has been made 
through the medium of government agencies and cooperative private 
agencies in furnishing information on accounting systems, physical 
layout, and other distribution problems. 

Businessmen have accepted too readily in recent years the philosophy 
that nonprice competition insures a business firm against fluctuations 
in business volume and in profits, and that a semimonopolistic position 
is a further guaranty against business risks. Here, again, an analysis of 
the success of many price-appeal institutions, the failure of many firms 
to maintain a monopolistic position, the increasing effects of technology 
on product competition, and the restrictive policies of government 
control make such a conclusion open to question. It may very well be 

1 Much pertinent material applicable to this section will be found in Chapters 
VII and XXVI. 
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the case that the costs of maintaining nonprice competition exceed the 
costs of price competition. 

Businessmen have failed to exercise as much ingenuity as they could 
in reducing the high costs of catering to small orders. Increasingly, 
however, distribution-cost accounting is being directed toward analysis 
of costs in relation to size of order. Mail-order companies have long 
since recognized this problem, so that much of their catalogue circula¬ 
tion weights heavily the size of order received from each customer. 

It is probably true, also, that not enough is known about the extent 
to which improvements in marketing methods have made possible 
lower costs of production through large-scale organization. The effect¬ 
ive use of the assembly-line process in the automobile industry is depen¬ 
dent not only on technological improvement but also on the success 
with which a mass-marketing technique has been developed. Certainly 
advertising expenditures have had effects on both marketing and 
production. 

Frequently, critics of the marketing structure criticize it for failing 
to use principles of large-scale organization. Two things may be said 
about this: (1) Much of the costliness and complexity of the marketing 
structure itself is due to this very fact. (2) For specialized marketing 
institutions, all available evidence indicates that large-scale organiza¬ 
tion is (a) not applicable in cases in which commodities have to be sold 
frequently to decentralized consumers and ( b ) not conducive to lowest 
costs in all instances where it is applicable. On the other hand, there is 
much evidence of offsetting diseconomies in large-scale organization of 
production. 

The effects of government regulation . It has been too generally as¬ 
sumed that government regulations at all administrative levels have 
been designed uniformly to increase the efficiency of the marketing 
structure. Actually, in many cases, the effects have been to increase 
costs and inefficiencies (see Chapter XXVIII). Such regulations as are 
designed to increase the accuracy of weights and measures, to increase 
the competitive element in the economic system, to increase the knowl¬ 
edge of consumers, to establish grades and standards, and to eliminate 
unfair practices, all lead to more efficient economic operation; Similarly, 
research directed toward the solution of marketing problems and the 
elimination of cyclical fluctuations is beneficial to all business and to 
consumers, as well. 

On the other hand, various governmental agencies have taken meas¬ 
ures that have an opposite result. Various price measures have had the 
effect of increasing prices to consumers and increasing the degree of 
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price inflexibility. Ineffective administration of policies affecting labor 
and agriculture have led frequently to increasing monopolistic prac¬ 
tices. All too often pressures from partisan groups have led to un¬ 
economic forms of taxation (such as chain-store taxes) and to price 
controls such as those provided for in the fair and unfair trade prac¬ 
tices acts. 


Summary and Conclusions 

Unlike technology, the field of marketing does not lend itself readily 
to measurement of efficiency solely in terms of cost factors or measures 
of effectiveness in ratios of input to output; for the lack of standards, 
the intangible expressions of individual freedom evade evaluation. 
Evidences of high costs, inefficiences of operation, duplication of effort, 
and unethical procedures are on every hand. If we look at productivity 
rates, standards of living, and the variety of goods and services avail¬ 
able, then the marketing structure has performed an excellent job. 
There is much evidence in certain product areas that prices have de¬ 
clined. Comparison of costs, over time-periods, frequently overlooks 
changes in the amount and quality of services offered. Many criticisms 
of the marketing structure carry expressed or implied criticisms of the 
entire economic system. There is, in certain quarters, a general accept¬ 
ance of central economic organization and planning that makes it diffi¬ 
cult to advance arguments for the reform of the existing system. A 
consideration of these alternatives will be found in the concluding 
chapter. 


QUESTIONS 

1. Why should retailing, among the marketing functions, account for the largest 
share of the total costs of marketing? 

2. What differences between manufacturing and marketing tend to explain the 
relative proportions of the consumer’s dollar accounted for by each? 

3. From what viewpoints does economic theory have value in explaining costs 
of marketing and the efficiency of the marketing structure? 

4. What is your opinion as to whether or not the marketing structure has become 
more efficient since the beginning of the century? Explain your answer. 

5. How do the wastes of competition and of imperfect competition compare 
from the point of view of effects on costs and efficiency? 

6. Can marketing efficiency and costs be compared with production efficiency and 
costs? Why or why not? 

7. What purposes can distribution-cost accounting serve in measuring marketing 
costs and efficiency? What analytical tools does it use for such purposes? 

8. To what extent do the economies of large-scale organization have less applica¬ 
bility to marketing than to production? Relate your answer to this question to 
the problem of costs and efficiency of marketing. 
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9. What role can statistical methods play in measuring marketing costs and 
efficiency? 

10. Which is more desirable in the marketing structure: provision for increasing 
number of intangible services or provision for increasing simplification and standard- 
ization of goods and services? 

11. Should marketing be separated from production for purposes of measuring 
costs and efficiency? Why or why not? 

12. What is the consumer’s stake in marketing costs and efficiency? To what 
extent does he act as a regulator of costs? to what extent as a determinant? 

13. If you were economic dictator, what actions would you take with respect to 
the marketing structure? 

14. Under what conditions could a department store successfully eliminate any or 
all of its present-day services? 

15. What has been the effect of government activities on the costs and efficiency 
of the marketing structure? What should be the relationship between government 
regulatory activities and the marketing structure? 

REFERENCES 

Been, R. O., et al ., “Price Spreads between Farmers and Consumers for Food 
Products, 1913-1944,” U. S. Department of Agriculture, Bureau of Agricultural 
Economics, Miscellaneous Publication No. 576 (Washington, D. C.: Government 
Printing Office, September, 1945). 

Bjorka, Knute, “Marketing Margins and Costs for Livestock and Meat,” U. S. 
Department of Agriculture, Bureau of Agricultural Economics, Technical Bul¬ 
letin No. 932 (Washington, D. C.: Government Printing Office, 1947). 

Borden, Neil H., The Economic Effects of Advertising (Chicago: Richard D. Irwin, 
1941). 

Chase, Stuart, and F. J. Schlink, Your Money’s Worth (New York: The Macmillan 
Company, 1931). 

Cowan, D. R. G., “Differential Selling Costs in Relation to Wholesale Prices,” 
Journal of Marketing, July, 1938, pp. 71-76. 

-, Sales Analysis from the Management Standpoint (Chicago: University of 

Chicago Press, 1938). 

Dean, Joel, Statistical Cost Functions of a Hosiery Mill, Studies in Business Ad¬ 
ministration, Vol. XI, No. 4 (Chicago: The University of Chicago Press, 1941). 

-, and R. W. James, The Long-run Behavior of Costs in a Chain of Shoe Stores: 

A Statistical Analysis, Studies in Business Administration, Vol. XII, No. 3 
(Chicago: University of Chicago Press, May, 1942). 

Engle, N. H., “Distribution Cost Analysis by Commodities,” Ninth Boston Con¬ 
ference on Distribution, Sept. 21, 1937. 

-, “Marketing Costs and Efficiency: General vs. Specific Opportunity for 

Greater Savings,” Trusts and Estates, September, 1942, pp. 211-214. 

-, “Measurement of Economic and Marketing Efficiency,” Journal of Marketing, 

April, 1941, pp. 335-349. 

Federal Trade Commission, Agricultural Income Inquiry, 3 parts (Washington, D. C.: 
Government Printing Office, 1938). 

-, “Case Studies in Distribution Costs Accounting for Manufacturing and 

Wholesaling,” 77th Congress, 1st Session, House Document No. 287 (Washington^ 
D. C.: Government Printing Office, 1941), 



632 


MARKETING 


-, Distribution Methods and Costs, 5 parts (Washington, D. C.: Government 

Printing Office, 1944). 

Hayjek, F. B., The Road to Serfdom (Chicago: The University of Chicago Press, 1944). 

Heckert, J. B. f The Analysis and Control of Distribution Costs (New York: The 
Ronald Press Company, 1940). 

Howell, L. D., “Marketing and Manufacturing Margins for Textiles,” U. S. De¬ 
partment of Agriculture, Technical Bulletin 891 (Washington, D. C.: Government 
Printing Office, 1945). 

Jeuck, John E., “On the Nature of Marketing Costs,” Journal of Business, January, 
1943, pp. 7-13. 

Knight, F. H., The Ethics of Competition (New York: Harper & Brothers, 1935). 

Longman, D.JL, Distribution Cost Analysis (New York: Harper <fc Brothers, 1941). 

MacNair, mTp., “Margins, Expenses, and Profits in Retail Trade in the United 
States as Studied by thfe Harvard University Bureau of Business Research,” 
The Economic Journal, December, 1930, pp. 599-632. 

Malenbaum, Wilfred, ^The Cost of Distribution,” Quarterly Journal of Economics, 
February, 1941, pp. 255-270. 

Miller, P. L., “Size of Business Unit as a Factor in Efficiency of Marketing,” 
American Economic Review (Supplement, 1933), pp. 98-100. 

National Cash Register Company, Merchants Service, Expenses, Margins, Net 
Profits, Stock Turns, in Retail and Wholesale Businesses (Dayton: The National Cash 
Register Company, 1940). 

Paden, D. W. and Alice Nielsen, “Recent Trends in the Business Population,” 
Survey of Current Business, May, 1946, pp. 16-23. 

Taggart, H. F., Distribution Cost Accounting for Wholesaling, U. S. Department of 
Commerce, Domestic Commerce Series, No. 106 (Washington, D. C.: Government 
Printing Office, 1939). 

Tannenbaum, Robert, Cost under the Unfair Practices Acts, Studies in Business 
Administration, Vol. IX, No. 2 (Chicago: The University of Chicago Press, 1939). 

Twentieth Century Fund, Does Distribution Cost Too Much? (New York: Twentieth 
Century Fund, 1939). 

Weld, L. D. H., “Our 27 Billion-Dollar Marketing Bill,” Printers 1 Ink Monthly , 
March, 1932, pp. 22-23, 61-62. 

Wooton, Barbara, Freedom under Planning (Chapel Hill, N. C.: University of 
North Carolina Press, 1942). 



CHAPTER XXX 

EVALUATION OF THE MARKETING STRUCTURE 

Some discussion was devoted, at the beginning of the previous chap¬ 
ter, to the concept of “efficiency” and the difficulty of measuring the 
efficiency with which marketing functions are performed by use of the 
criterion of “cost.” The efficiency of a mechanism—and the marketing 
structure is essentially a mechanism for the transmission of goods and 
services to consumers—is to be measured ideally in objective terms and 
in relation to the purpose that the mechanism is designed to serve. If 
one conceives of the marketing structure as primarily a mechanism for 
the movement of goods into consumption, then one may proceed to 
set up objective standards for measuring the performance of such func¬ 
tions as assembling, transportation, warehousing, sorting, grading, 
packaging, delivery, etc. These are functions that add to the utility of 
goods for consumers and we have included them as essential elements 
of the marketing process. The progress that has been made by engineers 
in applying objective methods to the measurement of efficiency of the 
production process, and the gains that have been made in production, 
in contrast to the obvious inefficiencies of distribution, have led mem¬ 
bers of the engineering profession to the conclusion that a more general 
application of measurement tools is the remedy for the ineffectiveness 
of distribution. 1 While there is a wide field for the use of engineering 
methods in distribution, especially in its physical aspects, there are 
also obvious limitations to this point of view. 

Those who seek to make a distinction between marketing and produc¬ 
tion costs have associated the functions of physical handling with pro¬ 
duction, reserving to marketing (selling) those costs which are incurred 

1 “The fact that distribution costs have risen steadily, during the very time that 
production costs have been steadily dropping, proves that distribution needs more 
of the engineering point of view. . . . The authors have noted the contrast, as have 
all engineers who pass from production to distribution problems, between the scientific 
controls of processes of production and the rule-of-thumb which is present in almost 
every step in the chain of distribution. Reduced to its essence, this contrast is one 
of accurate tools for measurement on the one hand, and lack of appreciation for the 
necessity of such accurate measurement on the other hand.” Fenton B. Tubch and 
Wiluam E. Hill, “Scientific Methods of Distribution,” Mechanical Engineering , 
March, 1944. 
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in an effort to influence demand. 1 If, for the moment we accept this 
distinction, the difficulties of applying objective standards to the 
measurement of marketing efficiency will become apparent. Marketing 
is much more than physical handling, and the purpose for which the 
marketing structure exists takes on a different aspect when considered 
from the view of consumers, on the one hand, and from the view of the 
businessman, on the other. For consumers the purpose is the maximiz¬ 
ing of want satisfaction, while for the businessman the marketing 
structure is a means of making profit. 

In measuring efficiency, the businessman uses ratios of income to cost 
as applied^o product, to form of business organization, to channel of 
distribution, to methods of sales promotion, etc. For consumers the 
measurement of efficiency entails the establishment of ratios of amount 
of want satisfactioff to cost, in terms of market prices. The business¬ 
man has made a considerable use of cost accounting in measuring and 
controlling his production operations, but there is still much to be done 
before accounting methods will give satisfactory ratios of cost to income 
for those activities which are directly concerned with influencing de¬ 
mand. As was indicated in the previous chapter, objective measure¬ 
ment of the amount of consumer satisfaction relative to expenditure is 
impossible on other than a personal scale. The allocation of the con¬ 
sumer’s income to a schedule of goods and services that he buys may 
be taken as evidence of the different values he places upon them. But 
what he “wants” and what the market offers ( i.e ., what he buys) are very 
often not the same things. It is these unexpressed or unfulfilled wants 
of consumers which constitute at once the opportunity and the risk of 
the businessman, because he has no good means of knowing what they 
are or of measuring their amount. They are, none the less, real. 

While at this level the measurement of the efficiency of the marketing 
structure runs off into the sphere of the psychologist and the philos¬ 
opher, the problem is of great practical significance. The purpose of 
serving the consumer transcends, from a social point of view, every 
other purpose of the market mechanism. The strategy of the business¬ 
man in making profit is continually to adapt his product and his service 
to the consumer’s want and need. At this point private and public 
interest are in harmony. In the measure that profit accrues from giving 

1 “Production costs include not only costs of manufacturing and management but 
also costs of distribution (such as costs of transportation, handling, and delivery), 
which add utility to the physical commodity by making it more capable of satisfying 
wants. Arthur H. Burns, Decline of Competition (New York: McGraw-Hill Book 
Company, Inc., 1936), p. 374. 
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an increased amount of consumer satisfaction at a lower cost and price, 
the marketing structure is efficient; when the reverse is true, it may be 
said to be inefficient. Since no mechanism—especially, no social mech¬ 
anism—can be expected to work perfectly, let us look now at some of 
the alleged imperfections of the marketing system. 

Faults of the Marketing Structure 

In the making of this appraisal the point of view of the consumer 
must prevail, since it is from this point of view that adverse criticism 
has been made. Businessmen engaged in distribution have their own 
grievances against each other, but these will appear as incidental to the 
attacks of consumers and of those who presume to represent them. It 
will be sufficient at first to enumerate the principal faults before dis¬ 
cussing them in more detail and suggesting what is being done to correct 
them. 

1. Marketing costs too much. The reference is to the total cost of distribution, as 
well as to the cost of marketing specific products. 

2. The marketing structure is too complex; there are too many middlemen. 

3. There is too much emphasis on “services / 9 which increase the cost of goods to 
the consumer out of proportion to the utility that they add. 

4. There is much “waste” in the marketing process, as is evidenced by the duplica¬ 
tion of selling services, the multiplicity of sales outlets, high mortality rates, wasteful 
selling activities such as competitive advertising, speculation in commodities, wastes 
attributable to inefficient management. 

5. The free choice of the consumer is interfered with by persuasive advertising, by 
the multiplicity of brands, by spurious product differentiation, and by the absence 
of objective standards by which he may measure quality in relation to price. 

6. Restrictive price policies operate to discourage the full use of productive re¬ 
sources and to force consumers to pay higher prices for what they get than they 
would pay if prices were competitive. 

7. Marketing institutions are more and more in the control of large-scale, powerful 
companies, which do not compete in terms of price but stabilize prices at a high level 
to gain monopoly profits. 

These are serious charges, and it is important to question their vali" 
ity and to note any evidence that tends to controvert them. 

1. Problem of marketing costs . This problem has been discussed 
length in the preceding chapter. The fact that total marketing 
have increased or that distribution cost is high relative to cost 
duction is irrelevant. The total cost has increased because a? 
greater volume of goods enters the market today than in an ear|^f'T , 
and many more services are included than was formerly the c£ . 
important to determine (a) whether the cost per unit of tb& 
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sold is increasing; (6) whether the expense margins are much in excess 
of the actual cost of performing the service, thus inflating profits; (c) 
to what extent added costs have been imposed by the use of wasteful or 
inefficient methods; and ( d ) to what extent the increase in cost grows 
out of conditions that are inherent in a system of free enterprise, and 
in the changed habits and manner of living of consumers, and thus to 
what extent it is out of the direct control of the businessman. 

The disparity between the behavior of unit cost of production and 
the unit cost of selling is in part explained by the difference in the de¬ 
gree to whiflh the principle of mechanization may be employed, and to 
differences in the wa^ in which costs respond to increases in the scale 
of operation. Unit cost works to the advantage of production in both 
cases. Nor must it be overlooked that the development of a mass-mar¬ 
keting technique has had much to do with the realization of economies 
in production. The same may be said for such progress as has been made 
in forecasting demand, with resulting benefit to the scheduling of the 
quantity and the kind of production. 

The fact that there has been a rising trend of distribution cost as a 
percentage of the price paid by the consumer must be balanced against 
the lower prices resulting from large-scale production made possible, 
in part, by spending more money to create a mass market and to extend 
it on a wider territorial basis. Evidence on unit costs of selling is 
inconclusive without taking into consideration the effect of such 
expenditures on production costs. 

The Twentieth Century Fund is authority for the statement that net 
profits accruing to those engaged in marketing activities in 1929 “aver¬ 
age not more than 3 cents out of every dollar paid by consumers for 
finished goods.” 1 Averages are not very informing; for detailed exam¬ 
ples, the student is referred to the discussion of trading margins in 
Chap. XXIX. The relation of cost to wasteful methods and to causes 
outside the control of the distributor will be dealt with in subsequent 
discussion. From the point of view of the individual manager of a 
distributing organization, cost of marketing should always be con¬ 
sidered “too much.” His problem is continually to reduce his unit 
cost of selling without losing sales, and thus to match or excel the 
efforts of his competitors and increase his profits. 

2. Complex marketing structure . The marketing structure always 
appears complex to those who are unfamiliar with the details of its 
operation. Complaint against an excessive number of agencies is heard, 
generally with reference to the marketing of agricultural products.' 

1 Does Distribution Cost Too Muchf (New York: Twentieth Century Fund, 1939). 



EVALUATION OF THE MARKETING STRUCTURE 


637 


When one considers that these products must be assembled from about 
six million farms, transported long distances, stored, graded, and re¬ 
distributed in small units through almost half a million retail stores to 
140 million people, it does much to explain why the marketing organi¬ 
zation should be so huge and complex. But the enterprise of the dis¬ 
tributor has entered here, in the form of the corporate chain, the co¬ 
operative, and special types of agents and brokers, to simplify the oper¬ 
ation and make the route to the consumer more direct and less costly. 
The principle of integration, as used by manufacturers, wholesalers, 
and retailers, is evolving large-scale, more efficient forms of organiza¬ 
tion, which are better suited to the mass marketing of goods on a na¬ 
tional scale. While such organizations help to solve one set of problems, 
they create others by reason of the large power that these organizations 
hold over price and supply. 

3. Emphasis on services . Advertisers generally are of the opinion 
that the buying public want more service and are willing to pay for it. 
Thus we have “cheerful credit”; prompt delivery of the smallest unit 
of purchase; wide selection of sizes, colors, styles, etc.; returned goods 
privileges; liberal adjustment policies; elaborate packaging; luxurious 
store surroundings; convenience of location—to name only a few 
of the services to which consumers have become accustomed. Such 
services cost money, and the added cost must be covered in the selling 
price. 

There are at least three explanations of the growth of service as an 
accessory to the marketing of goods: (a) As real wealth and purchasing 
power of the population increase over a period of time, as has been the 
case in the United States, a relatively smaller per cent of the family 
budget is spent on necessities, and a greater per cent on luxury goods 
and services. The higher the income of the buying group, the more this 
tends to be the case. (6) In the past 25 years, the sale of durable con- 
sumers , goods—automobiles, washing machines, refrigerators, vacuum 
cleaners, electrical appliances, etc.—has shown a rapidly rising scale. 
The servicing of this equipment in terms of instruction, maintenance, 
repair, and replacement is a natural accompaniment of the sale, (c) As 
business units grow in size and their fixed costs become a larger s&are 
of the total cost, they tend to withdraw from price competition ami en¬ 
gage more in nonprice, or service, competition. This service competition 
is not without cost but the belief seems to prevail that there is jess risk 
from service competition if prices can be stabilized at a level that will 
cover the added cost. How this is done, in part through brand advertis¬ 
ing, will be discussed at a later point. 
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From a social point of view, it would be desirable that a greater part 
of the consumers dollar should be used to produce added quantities of 
goods rather than added services, especially those which give little ad¬ 
ditional utility; but in a free economy the individual consumer is the 
judge of what will maximize his or her satisfaction. If this takes the 
form of keeping rugs or furniture in the home for 30 days and then re¬ 
turning these articles to the department store for credit, who is to ques¬ 
tion the consumer's right? If the price charged is the same to the 
customer who exacts the last degree of service as to the customer who de¬ 
mands little or no service, then encouragement is given to wasteful 
practices tEat add to the cost of marketing. 

The businesses concerned with stabilizing prices above a competitive 
level are not above encouraging the demand for service by the con¬ 
sumer. This form oF“imperfect competition," to the extent that it suc¬ 
ceeds, exacts from the consumer a higher price than he would have to 
pay if competition were on a basis of price alone. The success of chain 
stores and of self-service stores that compete on a price basis is evidence 
that the consumer, when given the opportunity, will prefer low price to 
service and higher price. Much depends on the kind of commodity and 
on the income of the consumer. 

4. Wastes of competition. To the extent that they take the form of a 
multiplicity of retailers or wholesalers or a duplication of selling ser¬ 
vices, the wastes of competition are inherent in a free-enterprise system. 
The excess of investment and of labor in these enterprises is part of the 
price we pay for preserving the right of freedom of entry into business. 
It would be comparatively easy to effect economies by authoritarian 
control over the number and kind of marketing agencies; but as long as 
we rely on competition to determine survival, the price in terms of 
business failure is bound to be high. Where competition fails to work 
^perfectly and high-cost firms continue to operate, the burden imposed 
W the consumer is even greater. 

\ Again it is important to note such forms of remedial action as are 
amorded by better information concerning the profit possibilities in dif¬ 
ferent trades and the qualities necessary for successful management. 
TheXscientific study of marketing has only just begun. Much remains 
to beVdone in distribution-cost accounting, in measuring demand, in 
further application of mechanical techniques and of the principles of 
standardization and simplification. Models of the new order at both the 
retail awl wholesale level are already at hand in the corporate and vol¬ 
untary cBjain and the supermarket. Without an effective advisory or 
research service, the independent, small-scale, nonintegrated enterprise 
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will find it difficult to survive against this form of competition. All such 
efforts are consistent with the functioning of a freely competitive sys¬ 
tem and in the long run, should do much to reduce marketing costs. 

Much controversy centers about the “wastes of advertising/ 7 The 
estimated annual expenditure of more than two billion dollars for ad¬ 
vertising is impressive. On the one hand are the advertising specialists, 
who give credit to advertising for enlarging the market and realizing 
economies in production that have made it possible to sell a better 
quality product at a lower price. Says one such advocate, “Without 
brand advertising we wouldn’t need mass production. Without mass 
production we wouldn’t get a great many of the good, dependable, 
familiar things because we couldn’t afford to buy them.” 1 Advertising 
and sales promotion are compared to the use of the machine in produc¬ 
tion. Their use, like the use of the machine, entails an added cost, but 
this increased cost is more than compensated for by the greatly in¬ 
creased scale of output and lower unit cost. It might be added, how¬ 
ever, that the machine, unlike advertising, does not use the techniques 
of persuasion. 

On the other side are those who readily admit the usefulness of ad¬ 
vertising in introducing a new product and for informing the buyer 
what the qualities of the product are, where it may be found, and at 
what price it can be bought. They take exception to those forms of per¬ 
suasive advertising which try to make the consumer believe that one 
brand of a commodity is superior to another brand, whether or not it is 
actually superior; which differentiate the product to the consumer in 
terms of nonessential qualities; and which, if they succeed, merely shift 
patronage from one firm to another without enlarging the total market. 
If the higher price that the consumer pays for the advertised, as against 
the unadvertised, article is not offset by a real difference in quality 
then the satisfaction that the consumer receives is lessened by rease 
of the advertising. Says Arthur Burns: 

It is impossible to ignore the fact that, even after purchasers have yielde to 
advertising and, presumably, experienced the actual satisfactions obtai^hle 
from a commodity, they continue to purchase it; they may continuous) P a y 
a higher price for it than for a physically identical unadvertised comr^dity, 
or pay the same price for advertised and unadvertised commodities, though 
the former are of a lower quality. Either the advertised product yie^ more 
utility than the cheaper product, or the consumer allocates his inco 10 m 
belief that it does. There is a very thin line between the realization^ utilities 

1 Does Distribution Cost Too Mucht An address by Don Fran' 5C0 > the 
J. Walter Thompson Company, New York, 1946. 
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and the belief that they have been realized. Advertising, by suggesting that 
certain satisfactions will be obtained, may induce the consumer to believe that 
he has obtained these satisfactions. 1 

In reviewing these two points of view, one is driven to the conclusion 
that there is truth on both sides. A higher ethical standard, as well as a 
higher technical standard, in advertising is needed. This we have tried 
to approach through the voluntary efforts of the advertisers and their 
agencies and by the adoption of the Wheeler-Lea Amendment to the 
Federal Trade Commission Act. On the side of the advertiser is the 
evidence afcgenefal improvement in the product over a period of time 
and a general lowering of price. Perhaps the inventor, the production 
engineer, and the financial manager should be given credit, along with 
advertising, for producing this result. Whether, for many products, re¬ 
duction in price accompanied by informative advertising would not 
have produced volume sales is at least debatable. 

Without consideration of its effect on consumers, the effectiveness of 
advertising in producing sales is difficult to determine. No techniques 
have yet been developed that give satisfactory measurement of the 
sales response to particular advertising campaigns. In such a situation, 
as in all marketing activities where adequate information is lacking, 
waste is inevitable. The reduction of this waste waits upon the develop¬ 
ment of adequate measuring methods. 

5. Interference vrith freedom of choice . It is a basic assumption of a 
free-enterprise system that the consumer has freedom of choice and 
that he exercises this freedom to allocate his income in such a way as to 
select those goods and services which will maximize want satisfaction. 
Being rational in his choice, he will prefer those goods which give him 
the greatest utility at the least cost. He will thus be bound to favor the 
products of the more efficient producers, who have been able to antici¬ 
pate his wants and, because they are more efficient, are able to sell at 
the lowest price. Thus the consumer not only maximizes his satisfac¬ 
tions at the least cost, but in the process determines what goods shall 
be produced and who shall produce them. 

This is a beautiful theory, but the assumptions that lie back of it are 
rather terrific. It is assumed (a) that the consumer has complete know¬ 
ledge of the offerings in the market, and of the different products, with 
their different grades and prices; ( b ) that the consumer will always act 
rationally, that he will not allow his decision to be interfered with by 
his own emotions or by any outside influence, and that he will make no 

1 Bubns, op* cit. t p. 388. 
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mistakes; (c) that the market in which he deals is free from any re¬ 
straints over supply or price. 

The unreality of these assumptions is at once apparent when one ob¬ 
serves how the consumer behaves in an actual market and under what 
difficulties he attempts to exercise his freedom. Perhaps the pro¬ 
ducers have exactly anticipated his wants, perhaps not; he takes what 
the market offers. He knows very little about the product he buys. As 
a rule, he is guided by what the advertiser or the salesperson tells him. 
He has very little knowledge of alternative offerings or prices, but buys 
where it is most convenient or in accordance with his habit. If he takes 
price as his guide, he oftens discovers that he pays a higher price for an 
article of lower quality than another that sold at a lower price. If he 
relies upon advertising, he is confused by the great number of brands 
of the same article, each claiming to be the best. He has no objective 
standards by which to judge quality in relation to price. He is free in 
the sense that he is free to buy erratically and to distribute his buying 
among the goods that are offered, but there is little basis for rational 
buying by the consumer. 

While the consumer’s choice is not governed by any system of 
rationing, his freedom is seriously limited by his own ignorance and 
by habit and convention. Powerful agencies are at work to influence 
his decision and to these forces of persuasion he succumbs, for lack of 
impartial standards by which to appraise the values that are offered. 
In the measure that he is induced to prefer low quality to high quality 
at the same price, or like quality at a higher price, there is a loss of 
satisfaction—and production is misdirected. His difficulty is generally 
resolved by persuading himself that what he has bought is worth 
what he paid. 

Those who are solicitous to preserve what is left of a free economy 
should be concerned to promote and protect the consumer’s freedom 
of choice. To the credit of the producer and the merchandiser let it 
be said that there is much effort expended in an endeavor to fine out 
what the consumer wants and to adapt product accordingly. The 
principles of standardization and simplification might be increasingly 
applied to make the task of selection easier, though there are obvious 
limits to the use of these principles in many lines of consumer goods 
in which style and individual taste are important buying motives. 
More information about the essential qualities of the product should 
be n|ade available to consumers, and this information should come 
from impartial sources and be in such form that the consumer can act 
intelligently upon it in relating quality to price. Those who resist such 
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a needed reform should not, at the same time, claim to be supporters 
of a free-enterprise system. 

6. Restrictive price policies . The undoubted prevalence of “im¬ 
perfect competition” under which prices are controlled, either by legal 
sanction or otherwise, presents the alternative of a return to strictly 
competitive pricing with the threat of cutthroat tactics by low-cost 
operators. Some of the issues of this problem have already been 
discussed in Chapter XXVIII, under the head of Unfair Competition. 
Much of the high cost of marketing has its origin in the efforts of 
producers oiwetaple raw materials and of manufacturers and dis¬ 
tributors of branded merchandise to stabilize prices and avoid price 
competition. These costs are passed on to the consumer in prices that 
average higher than would be the case if competition were mainly on 
a price basis. Since under imperfect competition net profit to the 
producer is maximized at some point short of full production, there is 
the added loss to society that comes from unused productive plant and 
equipment. 

The price policies that evolve under imperfect competition have 
been discussed in detail in Chapters XXIII and XXIV. With price 
competition under taboo, by either tacit or formal agreement, resort 
is had to various forms of nonprice competition. A variety of services 
is offered: special packaging, expedited deliveries, more liberal credit 
extension, advertising allowances, liberal adjustment policies, guar¬ 
antees against price decline, etc. Many of these services have the 
effect of a price cut and so are brought under control by trade-associa¬ 
tion agreements. 

7. Influence of the large-scale company . Brand advertising is a 
principal reliance of the manufacturer who wishes to maintain his 
position in a market in which he is in competition with a relatively 
small number of large producers. Under imperfect competition, it is 
quite apparent that the large-scale producer of a consumer's good 
cannot run the risk of allowing the consumer complete freedom of 
choice. Without the pressure of persuasive advertising, the consumer 
might prefer the lower priced, unadvertised product, and the whole 
strategy of price control would be upset. The net effect of com¬ 
petitive advertising under oligopoly is to neutralize the efforts of each 
rival producer to enlarge his share of the market. The purpose of the 
expenditure is served well if price competition can be avoided. Only 
where the combined; effect of the advertising is to enlarge the total 
demand is there any hope for increased sales by the individual 
producers. 
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Thus all expenditures for nonprice competition may be thought of as 
premiums paid to underwrite the risk of cutthroat price competition. 
When business men have a choice, they seem to prefer the security of 
“reasonable profits” to exposing themselves to the risk of elimination 
in an attempt to dominate the market. There seems, at present, little 
prospect of a return to the pure competition of classical theory, if such 
competition ever prevailed. Rather, the tendency seems to be to 
legalize certain forms of price control and to set up rules that will 
ensure against the use of “unfair” methods, which may result in the 
exaction of monopoly profits. 

What has been said should not produce the notion that the position 
of the large company, fortified as it is by heavy expenditures to hold 
buyers in line, is entirely secure. In times of business depression these 
companies are at a disadvantage, as compared with the small com¬ 
pany, and there is opportunity for the new enterprise to come in on 
the basis of lower investment costs. Private brands in the hands of 
chain stores and other sellers who operate on a price-competitive basis 
are giving stiff competition to nationally advertised brands. There 
is always the substitute product and the new idea to be reckoned with. 
Then, too, it is the policy of the larger established firms to keep prices 
at such a point as to make it difficult or unattractive for the new firm 
seeking entry into the field. These are the protections that the con¬ 
sumer enjoys against the threat of monopoly, but he does not escape 
having to pay the heavy costs of maintaining a system of marketing 
that is not wholly price competitive. 

Basic Causes of High Cost and Inefficiency in the 
Marketing Structure 

A review of the reasons for the high cost of marketing service in a 
capitalistic society operating on a national basis reveals some funda¬ 
mental causes, which may be enumerated by way of summarizing the 
detailed discussion of particular weaknesses. First is the change from 
a system of production that was largely local and domestic to a factory 
system of production. This change concentrated factories in locations 
often far removed from sources of raw materials and shifted population 
from farms and villages to the cities, thus separating large numbers of 
people from the source of food supply. As the area of market dis¬ 
tribution increased, the gap between producers and consumers of 
manufactured goods widened correspondingly. This tendency toward 
centralization of production, with nationwide dispersion of finished 
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goods, has been aided by a system of transportation rates that has 
favored the long haul. 

While there are obvious economies in concentrating manufacturing 
operations in large plants, these economies are offset by the large use 
that must be made of transportation, by the costs of maintaining dis¬ 
tributive service on a national scale, and by the higher costs of living 
in congested city areas. With the large shifts in population that have 
taken place since the turn of the century, it may be questioned whether 
more decentralization of manufacture, with distribution on a regional 
basis, might* not realize economies over present methods. The re¬ 
cent increase in rail rates, together with considerations of public 
safety, may speed up a process of decentralization that in some sectors 
is well under way. * 

The concentration of population in large cities has made necessary 
the building of large terminal facilities and specialized wholesale 
markets for handling agricultural commodities. A complex organiza¬ 
tion of marketing, transportation, and warehousing services must be 
maintained in expensive locations. Deliveries must be made over 
miles of city streets to people who buy in small quantities and who 
have no storage facilities. In the case of perishable products, expen¬ 
sive hygienic standards must be maintained in the interest of public 
health. All these services constitute a heavy overhead on the cost 
of food distribution. One can visualize a simpler pattern of popula¬ 
tion distribution, in which many of these services would be superfluous. 

The scale of operations must also be considered as an explanation 
of cost of marketing. On the one hand, marketing, like manufacture, 
is characterized by many small-scale enterprises—too small to realize 
the economies that result from specialization, standardization, large- 
order buying, and a high operating ratio. When such units enjoy a 
monopoly of location, prices are high and service is poor. The expense 
ratios are generally high, and it is this large group that exerts political 
pressure against new-type distributing organizations, which undersell 
them because of lower costs. 

At the other extreme are the large-scale operators, manufacturing 
wholesalers, and their affiliated wholesalers and retailers, seeking to 
maintain prices above a competitive level; and the chains, mail-order 
houses, and supermarkets, seeking from manufacturers concessions 
that will permit them to cut prices. The costs imposed on the buying 
public by the first group have been reviewed. With respect to the 
price cutters, there is the ever-present fear that they may succeed in 
driving out the higher cost independents and so concentrate control of 
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the market in the hands of relatively few large distributing companies. 
Provided that public policy does not respond too greatly to this fear, 
some good may come out of the contest if, in the process, the higher 
cost units are forced to adopt more scientific methods of organization 
and operation, which will permit them to survive. 

Finally one arrives at the consumer as a prime cause of the very ills 
of which he complains. Modern machine production must anticipate 
his wants. If consumer demand does not respond, to take the goods 
that are offered, the producer has made a mistake and he pockets his 
loss. There are a thousand reasons why consumers may not take the 
goods that are offered; it may be better to say that there are as many 
reasons as there are consumers. Each has his own notion of what he 
or she wants and likes and, in spite of what has been said about 
limitations upon the consumer’s freedom of choice, the individual in 
our society still has considerable latitude with respect to what he will 
accept. The experience under rationing and the sellers’ market follow¬ 
ing the Second World War must not be taken as typical. 

The consumer does exact at times an unreasonable degree of service. 
He expects to be able to buy at almost any time of day and in a con¬ 
venient location. He wants a wide variety from which to choose, and 
this includes sizes, styles, colors, fabrics, packages, and price lines. 
He wants credit, delivery, and returned-goods privileges. If he con¬ 
centrates his buying at the end of the week, he expects extra help to be 
on hand to serve him. The woman buyer likes clean and pleasant store 
surroundings; attractive, sanitary packages; well-trained, courteous 
salespeople. 

There is a preference for the latest model and the current style. 
Outmoded goods must be sold for what they will bring. While more 
frequent style change gives added variety, it increases the risk of style 
obsolesence. The average shopper feels no obligation to buy regularly 
in the same store; she may shift her patronage at will. When supply 
is scarce, there is a rush to buy, with a corresponding upward pressure 
on prices; but when supplies are plentiful, buyers take their time and 
prices fall, often to a point at which profit cannot be made. Though 
information about quality of product is inadequate, many consumers 
do not make use of what is available. As a class, consumers, as buyers, 
are ignorant, careless, and gullible. 

Buying by consumers is a neglected art and there are real difficulties 
in educating the consumer to better buying practices—such as will 
reduce the cost of marketing service. When consumers lived in a 
closer relation to the producer and more goods were custom made, 
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there was greater opportunity to know about quality of materials and 
workmanship. The producer’s work was known by reputation and 
economic pressure could be brought against the man who did poor 
work. The variety of goods in use was small in an earlier day, and 
styles changed only with the seasons. Today, with goods produced 
in distant factories by unknown workmen, there is no opportunity for 
consumers to know how those goods are made. Quality standards are 
lacking and the number of products that the consumer buys is so great 
that, even though detailed information should be available, he could 
hardly become expert with respect to all the different kinds and 
designs. It is little wonder that mistakes in buying are made. As 
was shown in Chapter VII, the consumer may delegate the function 
of decision to a group of experts who, for a fee, supply him with a 
counseling service. Some groups of consumers organize to buy on a 
cooperative basis and go into business with this end in view. 

The conclusion is inevitable that consumers acting as individuals in 
a free economy, or in one that is comparatively free, are a principal 
cause of the high cost of marketing and are responsible for many of its 
inefficiencies. Since the marketing structure exists for the service of 
the consumer, it is difficult to see how great gains in efficiency can be 
made, working from this end, unless we change our attitude toward the 
consumer’s prerogative of free choice. This brings us to a choice of 
alternatives. 

The Choice of Alternatives 

The emphasis thus far in this evaluation has been almost wholly 
negative, the purpose having been to point to weaknesses in the 
marketing structure and in its operation. Yet, somehow, the system 
works; goods do move in vast quantities from producers to consumers 
with considerable regularity, a great range of choice is open to con¬ 
sumers, many new products have been brought within the range of 
the consumer’s purse, the material standard of living of the people has 
improved. In moments of enthusiasm, proponents of our present 
system may be heard to refer to it as “the finest in the world”; so no 
doubt it is, but it is not without its weaknesses, and a more fitting com¬ 
parison might be made not between distribution in this and other 
countries, but between what we have and what we might attain. 

When we consider, however, what the alternatives to our present 
system are, it gives us pause. An examination of the criticisms that 
have been made of it shows that many of the weaknesses complained 
of are inherent in a democratic system of free enterprise. Do we want 
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to change the system, in order to get rid of the ills? What are the 
alternatives? One is a return to a purely competitive society in which 
absolute freedom will prevail and economic principles will operate as 
they are supposed to do, i.e., so as to furnish the greatest good to the 
greatest number at the minimum cost. But this is too ideal a solution 
for a world which is divided along political lines and in which people 
act not only as individuals but as members of organized groups. 
Businessmen and consumers alike seem unwilling to expose themselves 
to the rigors of absolute competition, under which it is not at all sure 
that socially desirable institutions and individuals would survive. If 
we may judge by the action of our legislatures, we have already cast 
our vote against it. 

We turn next to the alternative of monopoly, under which the 
freedom of the individual would be greatly restricted or altogether 
removed. Monopoly might take the form of a fully planned economy 
under state control, with no place for private enterprise. It might also 
take the form of private monopoly, with private enterprise dominating 
the state. As Tawney puts it, “the choice ... is not between com¬ 
petition and monopoly, but between a monopoly which is irresponsible 
and private, and a monopoly which is responsible and public.” 1 

Under monopoly we could, without the slightest doubt, reduce the 
cost and increase the efficiency of distribution. We could limit the 
range of choice through limiting the number and variety of goods and 
services; we could limit the number of people who could engage in 
distribution; and we could have rationing and price control. The 
amounts and kinds of goods to be produced would be predictable within 
close limits, with much economy in production and saving in waste. 

Do we, however, want efficiency at the price of individual freedom? 
The answer generally in the United States seems to be, “No.” We 
have legislated against private monopoly and, though we are tolerant of 
quasi-monopolistic price controls and schemes for curbing the extremes 
of competition, the temper of the people is still hostile to the extension 
of economic power in the hands of private enterprise to the point of 
monopoly control. Exceptions must be noted in the case of public 
utilities and in those businesses protected by patent rights. We have, 
so far, rejected monopoly control by the state, and while there is 
agitation for state ownership of some kinds of business now carried on 
by private enterprise—such as transportation and communications— 

1 Quoted from “The American Way,” by Maxwell S. Stewart, Public Affairs 
Pamphlets No. 90, 1944. 
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there is no present indication that we shall go the way of Russia or 
even of Great Britain. 

The alternative that remains is cooperation between the state and 
private business, which is, in fact, the system we have had from the 
beginning. Neither the individual nor business has been wholly free 
to do what he or it pleased. Groups of individuals, organized as 
farmers, as manufacturers, as merchants, as workers, and as con¬ 
sumers, have repeatedly asked the state to intervene to protect their 
respective interests. As our economic society has become more com¬ 
plex and nflfre sensitive to shock, we have not wanted freedom so much 
as we have wanted security. Responsible businessmen, as well as 
consumers, want to avoid the risks of the business cycle, the extremes 
of price fluctuation, and the disorganizing effects of unrestrained 
competition. 

In this cooperation of government and business the power of 
initiative has shifted from one side to the other, according to the 
exigencies of the times and the temper of the leaders. When business 
leadership appears to fail, the power shifts to government, and vice 
versa. The problem is how to make progress toward a better ordered 
society through the working together of these two powers, which are 
by their nature opposed to each other. So far as the reform of dis¬ 
tribution is concerned, much can be gained by the use of a modified 
system of planning under which government sets the general plan, 
leaving private enterprise free to cooperate as it chooses and guar¬ 
anteeing entire freedom of choice to consumers. Business groups 
cooperate very readily with government to promote their private and 
special interests. What is needed is government action and the 
cooperation of business groups in the interest of society as a whole. 
The need is for freedom to experiment, to try new ways of organizing 
the business of distribution, always keeping the market free and the 
way open for new enterprisers, depending mainly on private initiative, 
seeking profit in ways that are consistent with the promotion of general 
welfare. 

QUESTIONS 

1. Compare and contrast the attitudes of the businessman, the engineer, and the 
consumer toward the marketing structure. 

2. How do the businessman, the engineer, and the consumer attempt to measure 
marketing efficiency? 

3. What are some of the difficulties of applying engineering measurements to the 
performance of the marketing structure? 

4. What is the real test of marketing efficiency from the point of view of the 
consumer? the businessman? 



EVALUATION OF THE MARKETING STRUCTURE 


649 


5. What are the principal charges made against the system of distribution? 

6. What rebuttal can be made to the charge that “distribution costs too much”? 

7. How explain the complexity of the marketing structure? 

8. How explain the increased importance of services in the marketing process? 

9. What is the dis-economy of service competition? 

10. What are some of the “wastes of competition”? How may they be reduced? * 

11. What are the arguments pro and con on the wastefulness of advertising ex¬ 
penditures? 

12. What are the assumptions with respect to the consumer’s freedom of choice? 

13. How is the consumer’s freedom of choice interfered with? 

14. What can be done to safeguard the consumer’s freedom of choice? 

15. What are some of the costs imposed on the consumer by imperfect competition? 

16. How has centralization of manufacture increased marketing costs? 

17.. How does scale of operation affect marketing cost? 

18. In what ways are consumers, as a class, responsible for inefficiencies in dis¬ 
tribution? 

19. Under what handicaps does the consumer purchase? 

20. What are the alternatives to the present system of distribution? 

21. What economies may result from a closer cooperation of government with 
business? 
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APPENDIX A 

PERSONS ENGAGED IN MARKETING 

Converse calls attention to the fact that the data of Table I are incomplete and do 
not include all the persons engaged in marketing. It is not known whether the 
coverage was the same from decade to decade. For example, many of those reported 
as engaged in clerical work are in occupations identified with distribution. The same 
is true of an unknown percentage of those reported as engaged in manufacture, 
agriculture, and the service trades. Using data of the Distribution Census of 1929, 
J. K. Galbraith and John D. Black writing in the Quarterly Journal of Economics 
in 1934 (“The Quantitative Position of Marketing in the United States”), estimated 
that 16.6 per cent of all gainfully employed workers were engaged in marketing in 
1930. Included**! this estimate are 900,000 in occupations listed under manufacture 
in the occupational census. The total was made up as follows: 


Retailing. 5,500,000 

Wholesaling. 1,700,000 

Manufacturers’ marketing. 900,000 


8,100,000 

A comparison with other occupational groups is shown by Galbraith and Black 


as follows: 

Manufacturing and mechanical. 13,400,000 (27.4%) 

Agriculture. 10,500,000 (21.4%) 

Marketing. 8,100,000 (16.6%) 


Transportation and communication .... 4,400,000 (9.1%) 

The remainder of the total of 48,830,000 reported as gainfully employed in 1929 
were in other production and in service trades. 

Based on the data of industry classifications of employed persons and of experienced 
workers seeking work, as reported in Table 74 of the 1940 Census of Population 
(Volume III, The Labor Force), and with certain arbitrary adjustments, the following 
tabulation of those directly engaged in marketing activities in 1940 is submitted: 


Wholesale trade. 1,283,883 

Retail trade.6,839,264 

Insurance and real estate*. 69,184 

Business services f. 224,352 

Manufacturers' marketings t. 900,000 


Total. 9,941,683 

• Two-thirds of the reported total, 
f One-fourth of the reported total. 

X Same as estimate of Galbraith and Black for 1929. 

Based on data from Table VI of the same census report, the place of marketing in 
the economy, occupationally considered, is revealed in the following tabulation: 

Manufacturing. 11,469,976 (23.2%) 

Agriculture..... 8,869,301 (17.5%) 

Marketing. 9,941,683 (20.1%) 

Transportation and communication 
and public utilities. 3,336,781 (6.7%) 


Totals. 

■5>" 


33,617,741 (67.5%) 
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The balance of the working population of 49,492,552 is accounted for in other forms 
of production, in banking and finance, in the service trades, and in government. It 
must be recognized that 20 per cent is an underestimate for marketing activities, 
since much of the service of banking and finance and of transportation and com¬ 
munication is concerned with effecting marketing transactions. The true percentage 
is nearer 30. Converse and Huegy 1 place the estimate as high as one-third. 

APPENDIX B 

UNITED STATES STANDARDS FOR GRADES OF CANNED YELLOW 
CLINGSTONE PEACHES 

U. S. Grade A or U. S. Fancy canned peaches are units of peaches of similar varietal 
characteristics which possess a normal flavor and which are of such quality with 
respect to color, uniformity of size and symmetry, absence of defects, and character 
of fruit as to score not less than 90 points when scored in accordance with the scoring 
system outlined herein. 

U. S. Grade B or U. S. Choice canned peaches are units of peaches of similar varietal 
characteristics which possess a reasonably good and reasonably uniform color, are 
reasonably free from defects, possess a reasonably tender texture, possess a normal 
flavor, and are of such quality with respect to uniformity of size and symmetry as 
to score not less than 75 points when scored in accordance with the scoring system 
outlined herein. 

U. S. Grade C or U. S. Standard canned peaches are units of peaches of similar 
varietal characteristics which possess a fairly good and fairly uniform color, are fairly 
uniform in size and symmetry, are fairly free from defects, possess a fairly tender tex¬ 
ture, possess a normal flavor, and score not less than 60 points when scored in ac¬ 
cordance with the scoring system outlined herein. 

Ascertaining the grade. The grade of canned clingstone peaches may be ascertained 
by considering, in addition to other foregoing requirements, the following factors: 
color, uniformity of size and symmetry, absence of defects, and character of fruit. 
The relative importance of each factor has been expressed numerically on a scale of 
100. The maximum number of points that may be given for each factor is: 

Points 


L Color. 20 

II. Uniformity of size and symmetry.... 15 

III. Absence of defects. 30 

IV. Character of fruit. 35 


Total score. 100 


Ascertaining (he rating of each factor . The essential variations within each factor 
are so described that the value may be ascertained for each factor and expressed nu¬ 
merically. The numerical ranges within each factor are inclusive. For example, the 
range 18 to 20 means 18, 19, and 20. 


1 Elements of Marketing , p. 8. 
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APPENDIX C 

TYPES OF UNFAIR METHODS AND PRACTICES * 

Typical Methods and Practices Condemned in Order to Cease 

and Desist 

The following list illustrates unfair methods of competition and unfair or deceptive 
acts and practices condemned by the Commission from time to time in its orders to 
cease and desist. This list does not include specific practices outlawed by the Clayton 
Act and committed to the Commission's jurisdiction, namely, various forms of price 
discrimination, exclusive and tying dealing arrangements, competitive stock acquisi¬ 
tion, and certain kinds of competitive interlocking directorates. 

1. The use of false or misleading advertising concerning, and the misbranding of, 
commodities, respecting the materials or ingredients of which they are composed, their 
quality, purity, origin, source, attributes, or properties, or nature of manufacture, and 
selling them under such names and circumstances as to deceive the public. An im¬ 
portant part of these included misrepresentation of the therapeutic and corrective 
properties of medicinal preparations and devices, and cosmetics, and the false repre¬ 
sentation, expressly or by failure to disclose their potential harmfulness, that such 
preparations may be safely used. 

2. Representing products to have been made in the United States when the 
mechanism or movements, in whole or in important part, were of foreign origin. 

3. Bribing buyers or other employees of customers and prospective customers, 
without the employer's knowledge or consent, to secure or hold patronage. 

4. Procuring the business or trade secrets of competitors by espionage, or by brib¬ 
ing their employees, or by similar means. 

5. Inducing employees of competitors to violate their contracts and enticing them 
away in such numbers or under such circumstances as to hamper and embarrass the 
competitors in the conduct of their business. 

6. Making false and disparaging statements respecting competitors' products and 
business, in some cases under the guise of ostensibly disinterested and specially in¬ 
formed sources or through purported scientific, but in fact misleading, demonstrations 
or tests. 

7. Widespread threats to the trade of suits for patent infringement arising from the 
sale by competitors of alleged infringing products, not in good faith but for the pur¬ 
pose of intimidating the trade and hindering or stifling competition; and claiming, 
without justification, exclusive rights in public names of unpatented products. 

8. Trade boycotts or combinations of traders to prevent certain wholesale or retail 
dealers or certain classes of such dealers from procuring goods at the same terms ac¬ 
corded to the boycotters or conspirators, or to coerce the trade policy of their com¬ 
petitors or of manufacturers from whom they buy. 

9. Passing off goods for products of competitors through appropriation or simula¬ 
tion of such competitors' trade names, labels, dress of goods, or counter-display 
catalogues, etc. 

10. Selling rebuilt, second-hand, renovated, or old products, or articles made in 
whole or in part from used or second-hand materials, as new, by so representing them 
or by failing to reveal that they were not new or that second-hand materials were 
used. 

1 Annual Report of the Federal Trade Commission, 1943, pp. 48-55. 
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11. Buying up supplies for the purpose of hampering competitors and stifling or 
eliminating competition. 

12. Using concealed subsidiaries, ostensibly independent, to obtain competitive 
business otherwise unavailable, and making use of false and misleading representa¬ 
tions, schemes, and practices to obtain representatives and make contacts, such as 
pretended puzzle-prize contests purportedly offering opportunities to win handsome 
prizes, but in fact mere “come-on” schemes and devices in which the seller’s true 
identity and interest are initially concealed. 

13. Using merchandising schemes based on lot or chance, or on a pretended con¬ 
test of skill. 

14. Compellin^resale price maintenance by cooperating with others in the use of 
schemes and practices for compelling wholesalers and retailers to maintain resale 
prices fixed by a manufacturer or distributor for resale of his product. 

15. Combinations or agreements of competitors to fix, enhance, or depress prices, 
maintain prices, bring aboGt substantial uniformity in prices, or to divide territory 
or business, to cut off or interfere with competitors’ sources of supply, or to close 
markets to competitors; or use by trade associations of so-called standard cost sys¬ 
tems, price lists, or guides, or exchange of trade information calculated to bring about 
these ends, or otherwise restrain or hinder free competition. 

16. Intimidation or coercion of producer or distributor to cause him to organize, 
join, or contribute to, or to prevent him from organizing, joining, or contributing to, 
producers’ cooperative association, or other association, advertising agency, or 
publisher. 

17. Aiding, assisting, or abetting unfair practice, misrepresentation, and deception, 
and furnishing means or instrumentalities therefor, and combining and conspiring to 
offer or sell products by chance or by deceptive methods, through such practices as 
supplying dealers with lottery devices, or selling to dealers, and assisting them in con¬ 
ducting, contest schemes as a part of which pretended credit slips or certificates are 
issued to contestants, when in fact the price of the goods has been marked up to ab¬ 
sorb the face value of the credit slip, and the supplying of emblems or devices to 
conceal marks of country of origin of goods, or otherwise to misbrand goods as to 
country of origin. 

18. Various schemes to create the impression that the customer is being offered an 
opportunity to make purchases under unusually favorable conditions when such is 
not the case, such schemes including 

a. Sales plans in which the seller’s usual price is falsely represented as a special 
reduced price for a limited time or to a limited class, or false claim of special 
terms, equipment, or other privileges or advantages. 

b. The use of the “free goods” or service device to create the impression that 
something is actually being thrown in without charge, when it is fully covered 
by the amount exacted in the transaction as a whole, or by services to be rendered 
by the recipient. 

c. Use of misleading trade names calculated to create the impression that a 
dealer is a producer or importer, selling directly to the consumer, with resultant 
savings. 

d. Offering of false “bargains” by pretended cutting of a fictitious “regular” 
price. 
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e. Use of false representation that article offered has been rejected as non¬ 
standard and is offered at an exceptionally favorable price, or that the number 
thereof that may be purchased is limited. 

/. Falsely representing that the goods are not being offered as sales in ordinary 
course, but are specially priced and offered as a part of a special advertising 
campaign to obtain customers or for some purpose other than the customary 
profit. 

g. Misrepresenting, or causing dealers to misrepresent, the interest rate or 
carrying charge on deferred payments. 

19. Using containers ostensibly of the capacity customarily associated by the pur¬ 
chasing public with standard weights or quantities of the product therein contained, 
or using standard containers only partially filled to capacity, so as to make it appear 
to the purchaser that he is receiving the standard weight or quantity. 

20. Misrepresenting in various ways the necessity or desirability or the advantages 
to the prospective customer of dealing with the seller, such as 

a. Misrepresenting seller’s alleged advantages of location or size, or the 
branches, domestic or foreign, or the dealer outlets he has. 

b. Making false claim of being the authorized distributor of some concern, or 
failing to disclose the termination of such a relationship, in soliciting customers 
of such concerns, or of being successor thereto or connected therewith, or of being 
the purchaser of competitor’s business, or falsely representing that it has been 
discontinued, or falsely claiming the right to prospective customer’s special con¬ 
sideration, through such false statements as that the customer’s friends or his 
employer have expressed a desire for, or special interest in, consummation of 
seller’s transaction with the customer. 

c. Alleged connection of a concern, organization, association, or institute with, 
or endorsement of it or its product or services by, the Government or nationally 
known organizations, or representation that the use of such product or services 
is required by the Government. 

d. False claim by a vendor of being an importer, or a technician, or a diagnos¬ 
tician, or a manufacturer, grower, or nurseryman, or of being a wholesaler, selling 
to the consumer at wholesale prices, or by a manufacturer of being also the manu¬ 
facturer of the raw material entering into the product, or by an assembler of 
being a manufacturer. 

e. Falsely claiming to be a manufacturer’s representative and outlet for sur¬ 
plus stock sold at a sacrifice. 

/. Falsely representing that the seller owns a laboratory in which product 
offered is analyzed and tested. 

g. Representing that ordinary private commercial seller and business is an 
association, or national association, or connected therewith, or sponsored 
thereby, or is otherwise connected with noncommercial or professional organiza¬ 
tions or associations, or constitutes an institute, or, in effect that it is altruistic 
in purpose, giving work to the unemployed. 

h. Falsely claiming that business is bonded or misrepresenting its age or his¬ 
tory, or the demand established for its products, or the selection afforded, or the 
quality or comparative value of its goods, or the personnel or staff or personages 
presently or theretofore associated with such business or the products thereof. 

i. Claiming falsely or misleadingly patent, trade-mark, or other special and 
exclusive rights. 
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j. Misrepresentation by the publisher of the advertisers' products as compared 
with competing products, services or other commercial offering, by the issuance 
of seals of approval or other insignia of pretended tests, inquiries, investigations 
or guaranties, or by the publication of exaggerated claims. 

21. Obtaining business through undertakings not carried out, and not intended to 
carried out, and through deceptive, dishonest, and oppressive devices calculated 
entrap and coerce the customer or prospective customer, such practices including 

а. Misrepresenting that seller fills orders promptly, ships kind of merchandise 
described, and assigns exclusive territorial rights within definite trade areas to 
purchasers or prospective purchasers. 

б. Obtaining orders on the basis of samples displayed for customer's selection 
and failing^? refusing to respect such selection thereafter in filling of orders, or 
promising results impossible of fulfillment, or falsely making promises or holding 
out guarantees, or the right of return, or results, or refunds, replacements, or 
reimbursements, or special or additional advantages to the prospective purchaser 
such as extra credit, or furnishing of supplies or advisory assistance; falsely as¬ 
suring the purchaser or prospective purchaser that certain special or exclusively 
personal favors or advantages are being granted him. 

c. Concealing from prospective purchaser unusual features involved in pur¬ 
chaser's commitment, the result of which will be to require of purchaser further 
expenditure in order to obtain benefit of commitment and expenditure already 
made, such as failure to reveal peculiar or nonstandard shape of portrait or 
photographic enlargement, so as to make securing of frame therefor from sources 
other than seller difficult and impracticable, if not impossible. 

d. Obtaining by deceit prospective customer's signature to a contract and 
promissory note represented as simply an order on approval. 

e . Making use of improper and coercive practices as means of exacting addi¬ 
tional commitments from purchasers, through such practices as unlawfully with¬ 
holding from purchaser property of latter lent to seller incident to carrying out 
of original commitment, such as practice of declining to return original photo¬ 
graph from which enlargement has been made until purchaser has also entered 
into commitment for frame therefor. 

/. Falsely representing earnings or profits of agents, dealers, or purchasers, 
or the terms or conditions involved, such as false statement that participation 
by merchant in seller's sales promotion scheme is without cost to merchant, and 
that territory assigned an agent, representative, or distributor is new or exclusive. 

g . Obtaining agents or representatives to distribute the seller's products, 
through promising to refund the money paid by them should the product prove 
unsatisfactory, or promising that the agent would be granted right to exclusive 
or new territory, would be given assistance by seller, or would be given special 
credit or furnished supplies, or overstating the amount of his earnings or the 
opportunities which the employment offered. 

h. Advertising a price for a product as illustrated or described and not in¬ 
cluding in such price all charges for equipment or accessories illustrated or de¬ 
scribed or necessary for use of the product or customarily included as standard 
equipment, and failing to include all charges not specified as extra. 

22. Giving products misleading names so as to give them a value to the purchasing 
public which they would not otherwise possess, such as names implying falsely that 

a. The products were made for the Government or in accordance with its 
specifications and of corresponding quality, or that the advertiser is connected 
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with the Government in some way, or in some way the products have been passed 
upon, inspected, underwritten, or endorsed by it; or 

6. They are composed in whole or in part of ingredients or materials, which 
in fact are contained only to a negligible extent or not at all, or that they have 
qualities or properties which they do not have; or 

c. They were made in or came from some locality famous for the quality ol 
such products, or are of national reputation; or 

d. They were made by some well and favorably known process; or 

e. They have been inspected, passed, or approved after meeting the tests of 
some official organization charged with the duty of making such tests expertly 
and disinterestedly, or giving such approval; or 

/. They were made under conditions or circumstances considered of impor¬ 
tance by a substantial part of the general purchasing public; or 

g. They were made in a country, or city, or locality, considered of importance 
in connection with the public taste, preference, or prejudice; or 

h. They have the usual characteristics or value of a product, properly so 
designated, as through use of a common, generic name, such as “paint,” to 
designate a product lacking the necessary ingredients of paint. 

23. Selling below cost or giving product without charge, with intent and effect of 
hindering or suppressing competition. 

24. Dealing unfairly and dishonestly with foreign purchasers and thereby dis¬ 
crediting American exporters generally. 

25. Coercing and forcing uneconomic and monopolistic reciprocal dealing. 

26. Entering into contracts in restraint of trade whereby foreign corporations agree 
not to export certain products into the United States in consideration of a domestic 
company’s agreement not to export the same commodity, nor to sell to anyone other 
than those who agree not to so export the same. 

27. Employing various raise and misleading representations and practices attri¬ 
buting to products a standing, merit, and value to the purchasing public, or a part 
thereof, which they do not possess, such practices including 

a. Misrepresenting, through salesmen or otherwise, products’ composition, 
nature, qualities, results accomplished, safety, value, and earnings or profits to 
be had therefrom. 

b. Claiming falsely unique status or advantages, or special merit therefor, on 
the basis of misleading and ill-founded demonstrations or scientific tests, or pre¬ 
tended widespread tests, or of pretended widespread and critical professional 
acceptance and use. 

c. Misrepresenting the history or circumstances involved in the making and 
offer of the products or the souroe or origin thereof (foreign or domestic) or of the 
ingredients entering therein, or parts thereof, or the opportunities brought to the 
buyer through purchase of the offering, or otherwise misrepresenting scientific 
or other facts bearing on the value thereof to the purchaser. 

d. Falsely representing products as legitimate, or prepared in accordance with 
Government or official standards or specifications. 

e. Falsely claiming Government or official, or other, acceptance, use, and en¬ 
dorsement of product, and misrepresenting success and standing thereof through 
use of false and misleading endorsements or false and misleading claims with 
respect thereto, or otherwise. 

28. Failing and refusing to deal justly and fairly with customers in consummating 
transactions undertaken, through such practices as refusing to correct mistakes in 
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filling orders, or to make promised adjustments or refunds, and retailing, without 
refund, goods returned for exchange or adjustment, and enforcing, notwithstanding 
agents’ alterations, printed terms of purchase contracts, and exacting payments in 
excess of customers’ commitments. 

29. Shipping products at market prices to customers or prospective customers or 
to the customers or prospective customers of competitors without an order and then 
inducing or attempting by various means to induce the consignees to accept and 
purchase such consignments. 

30. Inducing the shipment and sale of commodities through buyer’s issuance of 
fictitious price lists and other printed matter falsely representing rising market con¬ 
ditions and demand, and leading seller to ship under the belief that he would receive 
prices higher than the buyer intended to or did pay. 



LIST OF VISUAL AIDS 


The following list of visual aids may be used to supplement some of the material 
in this book. It is suggested that each film and filmstrip be previewed before using, 
as some may contain information that is too elementary. 

These films and filmstrips can be obtained from the producer or distributor listed 
with each title. (The addresses of these producers and distributors are given at the 
end of the listing.) In many cases these films can be obtained from your local film 
library or local film distributor; also, many universities have large film libraries 
from which they can be borrowed. 

The running time (min), whether it is silent (si) or sound (sd), and whether it is a 
motion picture (MP) or filmstrip (FS) are listed with each title. All those not listed 
as color (C) are black and white. All of the motion pictures are 16mm; filmstrips 
are 35mm. 

In some cases the title adequately describes the material in the film or filmstrip; 
in other cases a brief description is given with the title. 

DISTRIBUTION 

Distributing America’s Goods (EBF llmin sd MP). Shows how 59 cents out 
of each purchase dollar goes to pay for the distribution of the article; indicates 
ways in which distributors and consumers can cooperate to reduce distribution costs. 

Does Distribution Cost Too Muchf (Twentieth Century Fund lOmin sd MP). Tells 
what happens to goods as they are distributed from farm and factory to the ultimate 
consumers; shows how 59 per cent of every consumer dollar goes for distribution 
costs. 

Distribution of Foods (EBF llmin sd MP). Describes technical developments in 
the preservation and transportation of foods, the economic problems involved, and 
the world flow of goods. 

To Market , To Market (Frith lOmin sd C MP). Shows the flow of commodities 
from the farm, through the different wholesalers’ hands, to the retailer. 

MARKETING COMMODITIES 

The Marketing of Eggs in the United States (USDA FS). 

Turkey Marketing Today (USDA FS). 

Wholesale and Retail Marketing of Live Poultry (USDA FS). 

Sunkistfor Profit (CCNY 40min sd MP). Describes the growing and marketing 
of oranges and citrus fruits; merchandising methods that can be used by small, 
medium, and large stores. 

Marketing South Carolina Watermelons (Clemson 30min si C MP). Covers the 
growing, picking, packing, and shipment of watermelons from the selection of land 
to the arrival and sale on the New York markets. 

A Nation’s Meat (Swift 30min sd MP). The story of the livestock and meat in¬ 
dustry in America; traces meat from farms and ranches to the retail counters where 
it is sold. 
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Trucking (Barr llmin sd MP). Illustrates the contribution of rancher, trucker, 
and stockyard broker in livestock distribution. 

Main Line: U.S.A. (Association 20min sd C MP). Describes the essential every¬ 
day role of America’s great railroad systems, which comprise the nation’s arteries of 
commerce and trade. 


COOPERATIVES 

Co-ops Move into Production (CL FS). A survey of consumer cooperatives and 
the factories, refineries, oil wells, and other means of production which they own 
and operate. 

Co-ops Are Cornin' (CL 35min si C MP). Depicts a group on a tour of inspection 
through the varioi^hponsumer cooperatives in the Middle West and South; indicates 
the extensive and varied development that has taken place in American consumer 
cooperatives. 

Here Is Tomorrow (CL 35min sd MP). Portrays the accomplishment and scope 
of the cooperatives througho«t the country. 

People's Bank (Brandon 20min sd MP). Describes the growth of Credit Unions 
in fishing, mining, farming, and industrial communities and settlements of Canada. 

Consumer Cooperation (Brandon 15min si MP). A study of the need for consumer 
cooperatives; work of several cooperative enterprises. 

Consumers Serve Themselves (CL llmin sd C MP). Shows cooperative whole¬ 
salers and retail stores on Eastern seaboard; testing laboratories. 

Up from the Earth (CL 50min sd MP). The story of cooperative expansion into 
the field of oil production and distribution. 

Marketing Livestock Cooperatively (FCA 20min sd C MP). Tells the story of the 
livestock industry and the development of cooperative marketing; details of credit, 
organization, buying, and selling. 


GENERAL 

Freedom of Opportunity (Vocafilm sd FS). Deals with the purpose of business 
and the nature of competition; shows how, in an economic democracy, the con¬ 
sumer’s freedom of choice dictates price, rate of production, and standards of quality. 

Where Your Money Goes (Association lOmin sd MP). Tells the story of how goods 
are carried from producer to ultimate consumer. 

Story of the City (United 40min sd MP). Explains why cities are built where 
they are; cities for defense, commerce, and economic correlation. 

Farm and City (NYU llmin sd MP). Interdependence of farm and city; farm 
products traced from origin to city consumption; marketing facilities in city. 

Commerce around the Coffee Cup (CCNY 12min sd MP). Deals with the cycle of 
money and commodity exchange in an unbalanced trade arrangement, such as we 
have in the United States. 

These Thirty Years (CCNY 44min sd MP). Recounts the history of retail mer¬ 
chandising through the life story of a typical retailer of floor coverings. 

Year's Work (CCNY 30min sd MP). Analyzes the business of the General Mills 
Company; discusses net sales figures, net profit, labor, goods, services, taxes, etc.; 
shows their relationship. 

Roadside Marketing (USDA FS). Depicts several kinds of roadside stands; dis¬ 
tribution of a day’s sales. 
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Sources of Films Listed Above 

Association Films, YMCA Motion Picture Bureau, 347 Madison Ave., New York 17. 
Barr Productions, 1265 Bresee Ave., Pasadena 7, Calif. 

Brandon Films, Inc., 1600 Broadway, New York 19. 

CCNY—City College of New York, Film Library, 17 Lexington Ave., New York 10. 
CL—Cooperative League, 167 \Y. 12th St., New York 11. 

Clemson College, Visual Instruction Dept., Clemson, S. C. 

EBF—Encyclopaedia Britannica Films, 20 N. Wacker Dr., Chicago 6. 

FCA—Farm Credit Assn., Kansas City 8, Mo. 

Frith Films, Box #565, Hollywood, Calif. 

NYU—New York University Film Library, 26 Washington Sq., New York 3. 

Swift <fc Co., Agricultural Research Dept., Union Stockyards, Chicago 9. 

Twentieth Century Fund, 330 W. 42nd St., New York 18. 

USDA—U. S. Dept, of Agriculture, Motion Picture Div., Washington, D. C. 
United World Films, 1250 Sixth Ave., New York 20. 

Vocafilm Corp., 424 Madison Ave., New York 17. 
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meaning of, 379 
reasons for use of, 380 
sellers in, 380 
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Bargaining associations, 352-353 
Basic marketing chart of U.S., 124 
Basing-point price policies, 112, 491-495 
multiple, 491-495 
single, 491-495 
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Better Business Bureau, 143 
Bituminous Coal Commission Act, 596 
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Borden, Neil H., 144 
Bowen, Howard R., 167-168 
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Brokerage allowances, government regu¬ 
lation of, 585—586 
Brokers, 285-288 
cash grain, 368-369 
change in function of, 528-529 
definition of, 285 
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functions of, 286-287 
for industrial goods, 311-312 
local, 327 

operating expenses of, 288-289 
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freedom of producers in, 562-563 
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coordinating force, 564-566 
Butler Brothers, 223, 226 
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traveling, 326-327 
Buying, 18-27 

for consumption, 20 
elements of, 20-22 
for resale, 20 
Buying groups, 294-295 
Buying syndicates, 293 
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348, 350 
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California Walnut Growers Association, 
350 

Capper-Volstead Act, 356-357, 399, 582, 
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68 
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facilities of, 360-363 
functions of, 359-360 
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for cotton, 370 
for dairy products, 380-384 
for fruits and vegetables, 371-380 
for grain, 365-370 
for livestock, 363-365 
meaning of, 359 

Central Cooperative Society, 237 

Centralized cooperatives, 350-351 
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Chain-store tax laws, 282, 585 
Champaign-Urbana retail trading area, 
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selection of, 24 
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143 

Chicago Board of Trade, 90-92 
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Chicago Mercantile Exchange, 381 
Clayton Act (1914), 582, 584, 585, 591 
Commission agents 
change in, 528-529 
for cotton, 370 
definition of, 288-289 
for fruits and vegetables, 374-375 
functions of, 289 
for grain, 365-367 
for livestock, 363-364 
operating expenses of, 289 
types of, 288-289 
Commodities, classification of, 13 
Commodity Credit Corporation, 71, 334 
Commodity Exchange Act, 413, 590, 591 
Commodity Exchange Administration, 
399, 403, 590 

Commodity grades, government control 
of, 589 

Communication, 19, 86-94 
as an organizing force, 93-94 
meaning of, 86 

relation, to buying and selling, 80-89 
to price determination, 89-93 
Competitive products, 478-479 
Complementary products, 479 
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Concentration yards, 324-325 
Consolidated cars, 40 
Consumer, 117-146 
functions of, 554—556 
institutional, 117-118 
meaning of, 117-120 
problem of freedom of choice of, 556- 
558 

role as controlling and coordinating 
force, 553-558 
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553-554 
ultimate, 117 

Consumer advisory services, 88-89 
Consumer credit, 78-83, 149-153 
capital goods financing of, 149 
deficit period financing of, 119 
income period financing of, 149 
installment selling type of, 81-83 
methods of, 78 

open credit account type of, 78-81 
purposes of, 78 

relation to business cycle of, 82-83 
Consumers , Advisory Board, 141 
Consumers’ cooperatives, 235-244 
competitive advantages of, 241-242 
competitive disadvantages of, 242-243 
development of, 237-238 
economic aims of, 236-237 
as form of structural change, 533 
future of, 243-244 
meaning of, 235 
number of, 238-241 
relative importance of, 238-241 
types of, 235-236 
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family expenditure data on, 135-136 
income data on, 135 
inventory studies of, 136 
psychological studies of, 136-137 
sales data on, 135 

study by business manager of, 134-137 
Consumers’ expenditures, 129-134 
civilian, 130-131 
distribution of, 121, 132-133 
Consumers’ financing, types of, 149 
Consumers’ movement, 137-144 
cooperative organization of, 142 
definition of, 140 
forms of, 140-141 
reasons for, 137-140 
relation, of business to, 142-144 
of government agencies to, 141-142 
Consumers’ Panels, 135 
Consumers’ Research, 89, 140 
Consumers’ Union, 89, 140 
Consumers’ wants, factors affecting, 120- 
129 

custom and habit, 122-123 
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tribution, 123-129 
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religion, race, etc., 122 
size and character of population, 120 
Consumption, 117-120 
high-level, 119 
meaning of, 117-118 
patterns of, 118 
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Cooperative Grange League Federation, 
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Cooperative Marketing Act (1926), 357, 
595 

Cooperative marketing agencies, 337-354, 
498-499 

advantages of, 338-340 
definition of, 337-338 
financing of, 70 

membership and volume of business of, 
344-345 

organization and operation of, 337-338 
present status of, 343-345 
price policies of, 498-499 
relation of, to distribution of income, 
340-341 

to function of price control* 341-343 
theory of, 338 
types of, 345-354 

bargaining associations, 352-353 
centralized type, 350-351 
federated type, 348-350 
local associations, 347-348 
national marketing associations, 
353-354 

terminal sales agency, 351-352 
warehouse loans to, 71 
Cooperative purchasing associations, 
354-357 
forms, 354-356 
local, 355 

regional, centralized, 355-356 
federated, 355-356 
meaning of, 354 
objectives of, 354 
operations of, 356 
organization of, 356 
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vantages of, 208-211 
competitive disadvantages, 211-214 
economic characteristics, 202-208 
costs, 207-208 
importance, 202-205 
locational factors, 206 
size, 207 

evolution of, 199-202 
factors favorable to development, 201- 
202 

future of, 214-215 
institutional changes, 215-216 
meaning, 197 

number and importance, 198-199 
organization, 199 
organizational changes, 215 
structural changes, 531-532 
types of, 198 

wholesale fruit and vegetable buyers, 379 
Cost, as measure of efficiency, 605-607 
Costs, for cotton and wool, 614 
(See also Marketing costs) 

Cotton Futures Act (1915), 590 
Cotton gins, 325 
Cotton marketing, 325-326 
Cotton Standards Act (1916), 589 
Council of Organized Consumers, 141 
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Country storekeepers, 328 
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Credit extension, methods of, 74-83 
accounts-receivable financing, 76-78 . 
consignment sales, 75-76 
installment sales, 81-83 
open account, 74-75, 78-81 
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Credit instruments, government control 
of, 589 
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Customary prices, 514 


Daily Trade Bulletin (Chicago), 92 
Dairy products marketing, 331-332 
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Demand creation, 25 
Department stores, 161, 172-189 
changes in, 531 

competitive advantages of, 181-184 
competitive disadvantages of, 184-186 
economic characteristics of, 177-181 
costs, 179-181, 184 
importance, 177-178 
locational factors, 178-179 
size, 179 
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institutional and organizational change 
in, 186-188 
meaning of, 172-173 
number of, 173-174, 176-179, 187 
organization and operation of, 176-177 
statistics of, 180 
Desk jobber (see Drop shipper) 

Detroit Butter and Egg Board, 381 
Discounts, 509-511, 585 
advertising allowances, 511 
anticipations, 510 
brokerage allowances, 511 
cash, 510 
datings, 510 

government regulation of, 585 
quantity, cumulative, 509 
noncumulative, 510 
seasonal, 511 
trade-status, 509 
Distribution, costs of, 4 
function of physical, 24-25 
Distributors, of fruits and vegetables, 
378-379 

functions of, 378 
local, 378 
national, 378-379 
Drop shipper, 264, 528-529 
Dun and Bradstreet, 100 
DuPont Company, 570 
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Engel’s law, 129, 134 
Engle, N. H., 616 

Enterprise economy, functions of, 544- 
545 

price and structure of, 546 
Evaluation of marketing structure, 633- 
649 

Export agents, 295-296 
F 

Fabricating materials, 299 
Fabricating parts, 299 
Factors in accounts-receivable financing, 
76, 77 

Fair Trade Acts, 586-589 

as form of structural change, 536 
Families, by income levels, 126 
Family expenditures, 121 
Farm Bureau Federation, 355 
Farm Credit Act (1933), 357 
Farm credit administration, 71, 357 
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Union, 354-355 
Farmers Equity Union, 355 
Farmers’ Union, 352 
Federal Commodity Exchange Act (1936), 
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Federal Farm Board, 353, 357, 595 
Federal intermediate credit banks, 357 
Federal Meat Inspection Act (1906), 141 
Federal Reserve Board, 79, 80, 90 
Federal Reserve Bulletin , 90 
Federal Trade Commission, 94, 141-142, 
197,212, 221, 279,584-586, 590-591, 
599, 616-617 

Federal Trade Commission Act (1914), 
583-584 

Federated cooperatives, 348-350 
Fein, A. Edward, 124, 128 
Fetter, Frank A., 9, 417w., 450-454 
Field warehouses, definition of, 72 
number of, 73 
use of, 72-74 
Financing, 67-85 
meaning of, 67-68 
usee of, 68-83 
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Financing, by warehouses, 70-71 
F.O.B. prices, 506 
Food and Drug Acts (1906), 141 
Food, Drug, and Cosmetics Act (1938), 
57, 141, 589-590 

Food products, marketing marginsof, 615 
Fortune , 169n. 

Freedom of choice, 556-558 
Freight rate territories, 34 
Freight Traffic Red Book , 35, 36 
Freight trains, average speed of, 41 
Frozen fruit packs, 373 
Fruits and vegetdfflfes, local marketing of, 
326-328 

marketing costs of, 618-619 
Functional approach, 18-20^ 

Functional middlemen, 19 
Futures contracts, 388 
Futures trading markets, 386-414 
agencies in, 399-401 
brokerage firms, 400 
floor traders, 400 
general public, 400 
hedgers, 399 
speculators, 400 
spreaders, 400 
facilities of, 388—398 
methods of operating on, 401-407 
reasons for, 386-388 
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GLF (see Cooperative Grange League 
Federation) 

General Electric Company, 570 
General Electric Supply Company, 269 
General Federation of Women’s Clubs, 
141, 143 

General hardware wholesaler, 310 
General Motors Corporation, 570 
General store, 160-161 
Geographic price structures, 537-538 
Geographical price policies, 506-507 
Geographical pricing systems, types of, 
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Gimbel Brothers, 182n. 

Good Housekeeping, 89 
Good Housekeeping Institute, 143 
Government, as controlling and coor¬ 
dinating force, 113-114, 579-602 


Government, cooperative action by, 594- 
599 

Fair Trade Acts, 586-589 
protection of consumer, 589-591 
protective and promotive functions of, 
591-594 

regulation of unfair competitive prac¬ 
tices of, 583-586 
regulatory action of, 581-583 
relation of to business, 579-581 
tradition of freedom in, 579 
Government aid to cooperatives, 356-357 
Government regulation, effect, on market¬ 
ing costs, 629-630 

Grade labeling, on canned goods, 64-66 
effect of, on advertising, 63-64 
reliability of, 66 

Grading as aid in financing, 61-62 
effect on risk, 61-62 
meaning of, 57-59 
for price comparison, 61 

(See also Standards; Standardization) 
Grain elevator operations, 51 
Grain elevator storage capacity, 46 
Grain Futures Act (1922), 590 
Grain exporters, 369 
Grain processing industries, 369-370 
Grain Standards Act (1916), 589 
Great Atlantic and Pacific Tea Co., 148, 
197, 199, 210, 327 
Green River Ordinance, 159n. 
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Hedging, 407-413 
meaning of, 407 
reasons for success of, 408 
uses of, 409-413 
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House-to-house selling, 159 
Hucksters, 328 
Huegy, H. W., 3 
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550 

disadvantages of, 552 
reasons for existence of, 549-550 
Import agents, 296 
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Income payments, 127 
Independent small-scale retailers, 157- 
171, 218-234 

competitive advantages of, 168 
competitive disadvantages of, 169 
defenses of, 218-234 
definition of, 157 
development by, 157-160 
direct^selling methods, 158-159 
house-to-house selling, 159-160 
peddlers, 158 
public markets, 159 
economic characteristics, 162-168 
costs of operation, 106 
locational factors, 163-165 
mortality rates, 166-168 
sales volume, 162-163 
size of store, 165 
relative importance of, 164 
survival of, 169-170 
types of, 160-162, 164 
general store, 160-161 
limited-line store, 161 
small department store, 161 
specialty shop, 162 
Independent speculators, 327 
Industrial distributors, 308-310 
functions of, 309-310 
importance of, 308-309 
meaning of, 308 

Industrial goods, marketing of, 298-314 
channels of distribution of, 305-314 
by agents and brokers, 311-314 
direct sales, 305-308 
economic characteristics of, 301-305 
by merchants, 308-311 
scope, 298-301 
classes of products, 299-300 
Information desired by women on garment 
tags, 56 

Installment sales, 81 
Institute for consumer education, 141 
Institutionalism, contrasted with laissez- 
faire, 14-15 

Inter-mountain Consumers’ Service, 140 
Interstate Commerce Act (1887), 581 
Interstate Commerce Commission, 33, 
440, 582 

Inventories, dealers’ financing of, 74-78 
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Jobbers of fruits and vegetables, 375-376 
Jordan Marsh, 175 
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Knight, Frank H., 464, 544 
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Ijaissez-faire, contrasted with institution¬ 
alism, 14—15 

Land O’Lakes Creameries, 350 
Large scale organization, dairy products 
industry, 382-383 
Leaders, 515-517 
Leased departments, 177n. 

Letter of confirmation, 22 
Limited-line stores, 161 
Livestocks and meats, margins for, 614 
Livestock dealers, 365 
Livestock marketing, local markets for, 
323-325, 329-330, 332-333 
Local cooperative associations, 324-325, 
327-328, 347-348 

Local country-point markets, 320-321 
agencies of, 320 

methods of sale used in, 321-333 
place in marketing strategy, 334-335 
types of, 320 

Local market assemblers, for agricultural 
products, 321-328 
for cotton, 325-326 
for fruits and vegetables, 326-328 
for livestock, 323-325 
for other products, 328 
resident buyers from, 321-323 
traveling buyers from, 323 
Loss leaders, 515-517 
Lough, W. H., 118-119 

M 

Machine tool dealers, 312-313 
Macy, R. H., 143, 182n. 

Mail-order companies, 189-196, 531 
change in, 531 

competitive advantages of, 194 
competitive disadvantages of, 194-195 
definition of, 189-190 
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Mail-order companies, development of, 
191-192 

economic characteristics of, 192-193 
future of, 195-196 
sales by, 190, 193 
types of, full line, 190 
specialty, 190 

Mail-order wholesaler, 528-529 
Major equipment, 300 
Major installations, 300 
Management, and marketing structure, 
567-577 ^ 

problems of, 14-15 

role as coordinating and controlling 
force, 113, 560-578 

Manufacturers’ agents, definition of, 290 
functions of, 290-291 
of industrial goods, 312 
Manufacturer-wholesaler integration, 
530-531 

Manufacturers, wholesaling, 269 
Manufacturers’ sales, by primary chan¬ 
nels, 274 

Margins, 110-111, 607 
horizontal, 110 
selling, 111 
vertical, 110-111 
Markdowns, 512-513 
Market, buyers’, 11 
buying, 11-12 
cash, 11 
central, 10 
centrifugal, 12 
centripetal, 12 

classification of, by function, 10 
commodity concept of, 10 
control of, 15 
definition of, 8 

economic concept of, 9-10, 417-418 

essential conditions of, 9 

futures, 11 

legal concept of, 12 

local, 10 

as a mechanism, 10 
price as criterion of, 10-11 
retail, 10 
seller’s, 11 
selling, 11-12 
time concept of, 11 


Market, wholesale, 10 
Market areas, determinants of, 417-419 
dynamics of, 455-457 
economic law of, 450-454 
effect of freight rates and services on, 37 
retail, 417-435 
effect of income on, 432 
examples of analysis of, 422-429 
East Central Illinois, 425 
Elgin, 429 

methods of determining, 420-424 
product areas, 429-432 
under regulated competition, 454^455 
relation of newspaper circulation to, 
432-434 

secondary markets in, 426-427 
wholesale, 436-459 
determinants of, 438-443 
different concepts of, 436-438 
potential areas for, 450-455 
structures of, 443-449 
Market news, 89-92 
importance of, in price determination, 
89 

service organizations for, 89-92 
Marketing, 3-19 

approaches to study of, commodity, 
12-13 

economic theorist, 13-14 
institutional 14-16 
legal, 12 

definition of, 4-5 
employment in, 3-4, 650-651 
institutional elements in, 18 
origin of, 6-8 
as part of production, 5-8 
specialization in, 6-8 
structures of, 18-19 
Marketing agencies, 18 
Marketing costs, 603-632 
business mortalities as, 623 
effects of changes in economic system 
on, 626-627 

effects of government regulation on, 
629-630 

effects of operating inefficiencies on, 
628-629 

effects of nature of consumers on, 62V- 
628 
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Marketing costs, in United States, 612- 
613 

meaning of, 607-610 
measurement of, 610-623 
data for, 612-623 
tools for, 610-612 
vs. production costs, 609-610 
summary and conclusions, 630 
types of, 608-609 
Marketing efficiency, 603-607 
basic concepts of, 603 
costs as measures of, 605-607 
methods of measuring, 604-605 
vs. production efficiency, 605 
Marketing functions, buying and selling, 
18-27 

communication and risk, 86-104 
financing, 56-85 
grading, 56-85 
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standardization of, 56-85 
transportation and storage, 28-55 
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86-87 
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costs attributable to inefficiencies of 
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626-627 

of government regulation, 629-630 
factors affecting efficiency of, 623-630 
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Meat Inspection Act (1906), 589 
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Merchant Marine Act (1920), 582 
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Mill, John Stuart, 580 
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Money savings, 128 
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N 

National Bureau of Standards, 58-59 
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National Farm Bureau Federation, 352 
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tion, 354 
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as form of structural change, 536 
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Nystrom, Paul H., 96-97, 175 
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Odd-amount pricing, 517-518 
Office of Price Administration, 63, 141 
One-price policy, 513-514 
Operating supplies, 300 
Order buyers, 364 



672 


MARKETING 


Order offices, mail order, 195 
Orderly marketing, 341-342 
Owl Drug Company, 199 

P 

Packaging materials, 299-300 
Packer buyer, 364 

Packers and Stockyards Act (1921), 591 
Packers and Stockyards Administration, 
365, 591 

Palmer, James L., 212 

Parcel post, use <^318 

Parents' Magazine Advisory Service, 143 

Parity prices, 597 

Patent controls, 497-498 

Patent laws, 592 

Patten, Simon N., 118-119 

Peddlers, 158 

Penney, J. C., Company, 175, 210 
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petition, 551-552 
limitations of theory of, 547-548 
nature of, 543-544 
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(1930), 591 
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Pfanner, John A., 422 
Phelps, O. M., 87 

Philadelphia Produce Exchange, 381 
Piggly-Wiggly Stores, 227 
Plant location, 36-37 
Pool car shipments, 39-40 
Population growth, 126 
“Postage Stamp" price structures, 111, 
495-496 

Postal Telegraph Company, 91 
Price, long-run normal, 464 
market, 463 

role of, in coordination and control, 111, 
113, 543-559 

under imperfect competition, 548-553 
under perfect competition, 543-548 
short-run normal, 463-464 
Price differentials, product use, 507-509 
Price flexibility, 483 
Price leadership, 489-490 
Price lining, 514-515 
Price policies, 487-523 
factors affecting, 487-489 


Price policies, meaning of, 487 
types of, 473-474 
individual manufacturers, 490-511 
individual wholesale and retail 
distributors, 511-519 
manufacturers’ group, 489-499 
wholesale and retail distributors 
group, 499 

Price quotations in selling, 22 
Price stabilization policies, 500-502 
Price structures, 109-112, 467-485, 535- 
538 

classification of, 110-112 
component elements of, 470-485 
as form of structural change, 535-538 
as managerial control instruments, 111 
meaning of, 109-110, 467-470 
origins of, 112 
product factors in, 476-480 
relation of storage to, 52-54 
spatial factors in, 483-485 
time factors in, 480-483 
Price system, 469n., 479-^180 
Primary materials, 299 
Printers ’ Ink , 143 
Process materials, 299 
Processed goods, financing movement of, 
71-74 

Processing industries, 328-332 
Produce Agency Act (1927), 591 
Produce houses, 328 
Product areas, 420 
Product differentiation, 550-555 
Promotional allowances, 585 
Protective tariffs, 592 
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Public stockyards, 363 
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Railroad freight rates, 33-39 
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Railroad freight rates, class, 33-34 
commodity, 35-36 
diversion in transit, 38-39 
effects, on market areas, 37 
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freight forwarding, 39-40 
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Regulation W, 80 
Reilly, Wm. J., 422-424 
Reilly’s law of retail gravitation, 422-424 
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